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TAX TENSION AND THE BRITISH 
FISCAL SYSTEM * 


CARL S. SHOUP 


bean national tax system of Great 

Britain poses an instructive paradox. 
In common with the systems of other 
industrially developed countries, it dis- 
plays features that should, if we are to 
judge by experience elsewhere, give rise 
to what is here termed tax tension. But 
a study of the British scene fails to re- 
veal more than trace amounts of tax 


tension. The present paper sets forth 
this paradox in some detail and attempts 
to resolve it. 


I. TAX TENSION 


Tax tension may be defined implicitly 
by postulating that it exists when any 
of the following phenomena are present: 


* This study was made possible by a grant for 
research expenses from the Columbia University 
Council for Research in the Social Sciences, and by 
cooperation received in Britain in the summer of 1957 
from political leaders, tax lawyers and accountants, 
government officials, business men, and academic col- 
leagues. Christ’s College, and the Marshall Library, 
at Cambridge University, generously afforded facilities 
for residence and study. I am particularly indebted, 
for comments on preliminary drafts, to A. R. Ilersic, 
A. R. Prest, and G. S. A. Wheatcroft, and to my 
colleagues and students at the Public Finance section 
of the Economics Research Center at Columbia Uni- 
versity. 


1. The tax system is marked by pro- 
visions that are far from satisfying any- 
one, because they are the fruit of sheer 
compromise. An illustration in the 
United States is the six-months holding 
period for defining long-term capital 
gains and losses. This provision reflects 
a bargain, struck in 1942, between two 
groups with conflicting views: (1) all 
capital gains should be granted low 
rates, if not exemption, on the grounds 
that they are not income; (2) a lower 
rate for a capital gain than for ordinary 
income is justified only as a substitute 
for an averaging device, hence is ap- 
plicable only to gains accrued over 
more than one year. A six-months’ 
period is nonsense under either argu- 
ment, but it has remained unchanged 
for nearly two decades. The argument 
now encountered occasionally, that it 
distinguishes between the speculator and 
investor, is more a weak rationalization 
after the fact than an explanation of 
origin. 

In Great Britain, on the other hand, 
tax provisions that reflect only a stale- 
mate between equally matched op- 
ponents are rare. 
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2. Certain tax changes are proposed 
repeatedly and defeated repeatedly. 
Thus, in the United States, percentage 
depletion has been under constant at- 
tack, but has survived and even spread. 
Exemption of interest on state and local 
obligations has been successfully de- 
fended on several occasions. Measures 
to allow the self-employed to set aside 
savings with tax preference, alleged 
necessary to place these individuals on 
a par with the salaried or wage earning 
employee who has money put away for 
him in a tax privileged pension fund, 
have been on the Congressional agenda 
for years. But in Great Britain, few if 


any of the tax proposals brought for- 
ward in recent years have been bitterly 
contested and repeatedly defeated. 

3. Industrial groups, labor organiza- 
tions, financial representatives, and even 
consumers’ spokesmen engage in public 


debate, often acrimonious, over tax 
policy. Such discussions are common 
in the United States; less common, or 
at least less acrimonious, in Britain. 

4. Parliamentary debate on tax mat- 
ters is extensive, and its tone sharp, and 
the same holds for majority and minor- 
ity reports of parliamentary committees. 
Here again, evidence of tension seems 
less in Britain than in the United States. 

§. The academic community engages 
in debate on tax policy. Tax journals 
or journals of public finance carry 
scholarly articles devoted to technical 
issues of taxation set against a back- 
ground of principles of tax equity, or 
economic goals, or administrative feasi- 
bility. In the United States this role is 
filled by the National Tax Journal, the 
Tax Law Review, Taxes (the Tax 
Magazine), the publications of the Tax 
Institute, the annual proceedings of the 
National Tax Association, and, to a 
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degree, by the law journals of the sev- 
eral schools of law. There are also a 
number of tax journals devoted strictly 
to the tax practitioner. The contrast 
with Great Britain is astonishing. Aside 
from a few publications designed only 
to serve the tax minimizing practitioner, 
Britain had until recently no journal or 
proceedings to appeal to the scholar or 
legislator with interests in current 
policy. The British Tax Review, which 
began publication in June, 1956, is 
directed chiefly at tax lawyers and ac- 
countants, but it has a breadth of out- 
look that marks it off from the purely 
technical journals. Still, Britain has 
nothing comparable to the National Tax 
Journal, Finanzarchiv, Public Finances 
(Finances Publiques), Revue de Science 
Financiere, or the analytical sections of 
Rivista di Diritto Finanziario e Scienza 
delle Finanze. The economic journals in 
Great Britain devote little space to pub- 
lic finance, other than occasional ab- 
stract analyses having limited relation 
to current problems of a given time and 
place. 


Il. UNFAIR TAXATION 


Among the causes of tax tension none 
is more important than an unfair dis- 
tribution of the tax burden. Unfair- 
ness takes many forms, but the most 
noticeable is failure to treat equally 
those who are equal in all respects rele- 
vant to the tax. The relative treatment 
to be accorded unequals is always de- 
batable, but it may on occasion run so 
contrary to the standards of a large part 
of the community as to heighten tax 
tension. Under this heading comes the 
use of irrelevant measures of equality. 

1. Unequal Treatment of Equals.— 
The British tax system contains many 
instances of both types of tax inequity, 
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notably in the income tax and estate 
tax. We turn first to the unequal treat- 
ment of equals. This occurs chiefly 
through the presence in the tax law of 
loopholes or traps. 

(a) Loopholes.—A loophole is a pro- 
vision in the tax law that grants to one 
or more small groups of taxpayers 
favored tax treatment relative to the 
large body of equally circumstanced 
taxpayers who are not members of these 
groups. Emphasis is on the small size 
of the favored group. If as much as a 
third or a half of the taxpayers are in 
the favored group, the instance is one 
of discrimination, not of a loophole. 
And if as many as, say, nine-tenths of 
the taxpayers are in the favored group, 
we have a tax trap for the remaining 
taxpayers, not a loophole or discrimina- 
tion. 

The term loophole usually carries the 
connotation of inadvertence or lack of 


skill on the part of the lawmakers, or 
perhaps extraordinary ingenuity of the 
part of tax lawyers or accountants. A 
loophole thus is associated with tax 
avoidance, or, in British terminology, 


” 


“tax dodging. 

(i) Under the Income Tax.—Many 
substantial loopholes have been offered 
to, or discovered by, taxpayers under 
the British income tax and estate duty. 
We note first some loopholes under the 
income tax. 

(1) Tree and Fruit.—It is a conven- 
tion of British income tax law that no 
receipt can be income unless it arises 
from an existing source. Compensation 
for loss of office has proved to be a 
major loophole under this tree-and-fruit 
doctrine. An executive, or other em- 
ployee, holds a contract of employment 
but is discharged before it terminates. 


TAX TENSION IN UNITED KINGDOM 3 


Under the law prior to 1960, if he re- 
ceived (with or without legal action on 
his part) payment as compensation for 
loss of office, he was not taxable, on the 
sum received, provided the contract it- 
self did not determine that payment. 
The payment was for destruction of a 
capital asset. The taxpayer was being 
compensated for loss of the tree, not for 
sale of the fruit. The receipt was there- 
fore a “capital receipt.” The Royal 
Commission on the Taxation of Profits 
and Income, in its Final Report, 1955,’ 
concluded “from the rather startling 
instances cited to us that what is osten- 
sibly a payment in compensation for 
loss of office is sometimes used merely 
as a cloak for additional remuneration. 
Contractual rights are created in order 
to be lost, .. .”? The Commission sup- 
ported the Board of Inland Revenue in 
recommending that all payments in 
compensation for loss of office be in- 
cluded in taxable income. Finally, in 
the Finance Act of 1960, the “ golden 
handshake” was made taxable. The 
1960 amendment, however, is severely 
limited in scope. It exempts the first 
£5,000, and provides certain further ex- 
emptions based on length of unpen- 
sioned service.* In some cases, these 
payments become taxable indirectly; if 
the claim for compensation goes to liti- 
gation, the court may scale down the 
amount of the compensation on the 
grounds that if the salary (or wage) 
had been received, it would have been 
1Cmd. 9474. Hereafter cited as “ RC-FR.” 
2 RC-FR, 78 (all references are to page numbers). 


3 See G. S. A. Wheatcroft, “ First Impressions of 
the Finance Bill,” British Tax Review, June, 1960, 
95-96; H. H. Munroe, “ The Silver Handshake— 
1960 Pattern,” British Tax Review, July, 1960, 277- 
84. 
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subject to tax.* 

Certain professional men have been 
assessed on a cash basis, notably barris- 
ters and authors. As a result, it has 
been held that receipts coming to them 
after they have ceased their profession 
are non-taxable, although the cash in- 
flow was payment for work done before 
cessation. Thus royalties received by the 
estate of an author have been held tax- 
free.© But death was not necessary for 
““ cessation,” in fact, not even cessation 
was necessary for “cessation:” some 
authors had been gaining a once-for-all 
advantage through “ceasing” their 
profession by tying themselves up to 
corporations that would henceforth be 
entitled to the royalties. Civil servants 
have for some years received a cash pay- 
ment on retirement, in addition to a 
pension, which is nontaxable, under the 
tree-and-fruit doctrine. In all these 
cases, the tree had vanished; no fruit 
could be garnered, or at least taxed. 

Barristers, indeed, are a special case; 
they are not entitled by law to sue for 
their fees. And authors were finally 
caught, at least to a degree, in the 1960 
Finance Act.® 

The complex provisions governing 
the taxation of the profits of a business 


4See the discussion of the Gourley case, and of 
compensation for loss of office, in ‘‘ Some Fiscal Re- 
forms—A Tory Tract,” by “A Correspondent,” in 
The Economist, March 12, 1960, 1015-17. It is 
there pointed out that, where the discharge follows a 
take-over bid, the court may hold the compensation 
non-deductible by the corporation, as part of the 
share-purchase transaction. Normally, however, such 
payments are deductible, if the corporation continues 
in business. 


5 A. R. Ilersic, ‘‘ The Budget 1959—Problems and 
Prospects,” British Tax Review, March, 1959, 20-21. 


6 The precise extent to which the post-cessation 
loophole has been closed by the 1960 Finance Act 
seems rather difficult to determine. See Wheatcroft, 
loc. cit., 92-94, and J. S. Heaton, “Tax After Your 
Trade or Profession Has Ceased,” British Tax Review, 
July, 1960, 268-76. 
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firm for the year in which the business 
was terminated also reflect the tree-and- 
fruit doctrine. An effort is made, in 
this instance, to prevent gross avoidance, 
by adjusting taxation also of the open- 
ing years of the firm’s life, but there 
remains room for tax saving by starting, 
stopping, and resuming in years of low 
and high profits. 

(2) Deeds of Covenant.—The Deed 
of Covenant is a peculiarly British 
method of tax minimizing. It trans- 
fers income, without transferring prop- 
erty, from a donor who is in a high tax 
bracket to a donee who is in a low tax 
bracket or perhaps exempt from tax. 

A covenant is a promise made under 
seal, hence binding even though no 
value is received in exchange. Taxpayer 
A may obtain a tax benefit by irrevoca- 
bly committing himself to pay over to 
B, as a gift, a certain amount peri- 
odically, by the week, month, quarter, 
or year, for a period of time that is 
capable of exceeding six years; for in- 
stance, to B, for seven years, or during 
the lifetime of the donor, whichever is 
the shorter. The income so transferred 
does not need to be income from prop- 
erty. It is, in effect, excluded from the 
taxable income of the donor and in- 
cluded in the taxable income of the 
donee, both for income tax and for 
surtax. However, if the donee is not an 
individual, the donor escapes only in- 
come tax, not surtax; thus a deed of 
covenant in favor of a charitable or- 
ganization excuses the donor only from 
income tax. 


Technically, for income tax, the 
donor’s payment to the fisc is in fact 
not reduced, but he is viewed as with- 
holding and retaining for himself in- 
come tax at the standard rate on the 


donee. If the donee is paying tax at 
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one of the reduced rates below the 
standard rate, or is exempt, he may ob- 
tain a refund of part or all of the stand- 
ard rate tax from the Treasury. Thus 
if A gives £60 to a charity, B, and if 
income tax standard rate is 40 per cent, 
A is viewed as giving £100 to the 
charity, but withholding from the £100, 
for his own use (in place of claiming a 
deduction of £100), £40, equivalent to 
the standard rate of tax on the £100. 
If B is exempt from income tax, B may 
claim £40 tax refund from the Treas- 
ury. Thus A can put B in possession of 
£100 at a cost to A of only £60. 

As to surtax, the covenanted amount 
is directly deducted in computing A’s 
tax; no “withholding” is deemed to 
occur. 

The deed of covenant thus makes it 
easy for the high-income taxpayer to 
support a relative (other than an un- 
married minor child), or ex-servant, or 
just an old friend, whose own income is 
on a much lower level. To an observer 
in the United States, where such assign- 
ment of income for tax purposes is 
quite invalid, the British deed of cov- 
enant has an air of gross avoidance. In 
British eyes, however, the provision as 
it now stands is the result of years of 
encroachment by Parliament on a 
formerly well established right of con- 
siderable breadth. It was not until 
1922, thirteen years after introduction 
of progressive rates in the British in- 
come tax, that the tax law stipulated 
that the covenant had to be for a po- 
tential period of more than six years; 
not until 1936 that the taxpayer’s un- 
married children under 21 years of age 
were excluded from the list of possible 
donees under the covenant; not until 
1938 that the covenant had to be truly 
irrevocable; not until 1946 that deduc- 
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tion was disallowed for covenants in 
favor of an individual in the service of 
the covenantor;* and not until 1946, 
again, that the provision was introduced 
by which covenants “in favour of 
charities or corporate bodies is not to be 
deducted from the covenantor’s income 
for purposes of surtax.” ® 

Moreover, the tax law still permits 
use of an ingenious device whereby the 
covenant is, in effect, revocable from 
the point of view of any one donee: the 
covenant may be for payments to a 
trust, the trustees of which have discre- 
tion to distribute the covenanted 
amount in whatever shares they wish, 
from year to year, among any one or 
more of a number of named benefici- 
aries.° 

With respect to covenants to charit- 
able and similar institutions, it must be 
recalled that in Britain the income tax- 
payer does not enjoy the privilege of 
deducting from his income the con- 
tributions that he makes to such bodies 
in any form other than the covenant. 

Some 75,000 covenants in favor of 
individuals were estimated to be in force 
in 1955, entailing a revenue loss of some 
£12 million per year (£5 million income 
tax, £714 million surtax).’° More re- 
cent estimates indicate a heavier loss." 


7 This amendment was adopted following a deci- 
sion of the House of Lords upholding the right of 
the Duke of Westminster to tax deduction for 
amounts paid to his gardeners by deed of covenant. 
1936, British Appeal Cases, p. 1. 


8 RC-FC, 51. 
against covenants in favor of dubious “ charities 
which render services to the covenantor; no tax ex- 
emption is allowed in such cases. 

®RC-FR, 52. 


10 RC-FR, 51. 


Inland Revenue has had to guard 


»” 


11In 1958, surtax loss was estimated at £10 mil- 
lion per year (Hansard, March 12, 1958, Written 
Answers, p. 57, cited by G. S. A. Wheatcroft, “ Sur- 
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The majority of the Royal Commis- 
sion viewed transfer of income by cov- 
enant as the non-propertied man’s right 
that corresponds to the right of the 
propertied man to transfer income by 
transferring the property itself while 
retaining a reversionary interest.’ 

(3) Capital gains. In general, cap- 
ital gains are not taxable in Britain, and 
capital losses are not deductible: another 
aspect of the “tree and fruit” doc- 
trine. Thus the astute investor can in- 
crease his wealth without paying any 
income tax at all. To be sure, the 
British definition of capital gains is 
somewhat narrower than that now 
elaborated in the United States law after 
successful forays by many pressure 
groups over decades. Hence some in- 
crements to which the United States 
law allows the low rate applicable to 
capital gains are in Britain subject to 
full tax rates as being ordinary income. 


Buc the most spectacular source of indi- 
vidual gain, success on the stock market 
by the individual who does not deal in 
securities as a business, is a more ready 
road to wealth in Britain even than in 


the United States. The Britisher must 
be careful only to know his own mind; 
a 2 per cent transfer tax on purchases 
of securities (other than in bearer 
form)** penalizes the in-and-outer in 
the stock market. 

(4) Life insurance premiums.—Life 





tax Cut by Half?” British Tax Review, Nov., 1959, 
p. 395, note 9). Wheatcroft adds that ‘“ The loss as 
a result of separation agreements and divorce orders 
is likely to be as great.” 


12 RC-FR, 51. 


13 See Walter W. Brudno and Lawrence D. Holl- 
man, “ The Taxation of Capital Gains in the United 
States and the United Kingdom,” British Tax Re- 
view, March, 1958, and June, 1958. 


14 Bearer securities (even bonds) are, for various 
reasons, extremely rare in Great Britain. 
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insurance premiums are deductible in 
computing income tax, but not surtax. 
The deduction is limited to 2/5 of the 
amount of the premium, and cannot ex- 
ceed one-sixth of the taxpayer’s total 
income or 7 per cent of the death bene- 
fit, whichever is the lesser, but there is 
no ceiling to the deduction in absolute 
amount.’® Since most life insurance 
policies provide for saving, in addition 
to pure insurance, this provision grants 
privileged tax treatment to a certain 
form of saving. As we shall see later, 
certain other forms or sources of sav- 
ing, but by no means all, are also fa- 
vored. 

(5) Hobby farms.°—A tax dodge 
of a type found also in the United 
States has been employed extensively in 
Britain: The “hobby farm ”, operated 
by the “clean-boot farmer.” Many a 
City man now has his few acres some- 
where in a “ farming ” belt around Lon- 
don, which provide him with week-end 
amenities and an annual deduction for 
operating losses. The Royal Commis- 
sion on the Taxation of Profits and In- 
come criticized these loss offsets, but 
nothing was done until the Comptroller 
and the Auditor General reported the 
extent and scale of losses among this 
type of farm. The Finance Act, 1960 
endeavors to close the loophole by allow- 
ing a loss deduction only where it is 
shown that the trade “‘ was being car- 
ried on . . . on a commercial basis and 
with a view to the realisation of profits 
in the trade...” 1” 


15 Walter W. Brudno and Frank Bower, Taxation 
in the United Kingdom (World Tax Series), 367. 
16 See also under Estate Duty, below, (ii) (4). 


17 Sec. 20. The Chancellor of the Exchequer had 
proposed the language: “‘on a commercial basis and 
with a reasonable expectation of profit.” Weekly 
Hansard, 1960, No. 485, col. 56. The effect of the 
last four words was feared by the farm interests, with 
respect to beginning farms that cannot show a profit 
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(6) Expense accounts.—In Britain, 
as in the United States, the business 
man’s expense account as a method of 
tax minimizing seems to have gotten out 
of hand.** Lavish entertaining in the 
name of business tends to create resent- 
ment in the minds of those who are not 
on expense accounts. The theatre goer 
whose motive is pleasure, not business, 
resents the competition from those who 
go for profit (and not for fun?). Fam- 
ily life, too, is affected: the dual domes- 
tic economy has become a commonplace 
in the junior executive world, where 
everything from fine luncheons to trips 
abroad may be available for the husband 
and father, but not for the wife and 
children. Thus the “ unequal treatment 
of equals ” extends beyond the circle of 
taxpayers per se. 

(7) Owner-occupied homes.—The 
imputed income that a home-owner re- 
ceives, measured by the net rental that 
he could obtain if he rented his dwel- 


ling to another, is not taxed under 


United States law. This omission is 
viewed in academic circles as a loophole, 
favoring as it does the home-owner over 
the tenant; in the terminology suggested 
above, it is open discrimination, so large 
is the favored group. 

In tax literature on this point, Great 
Britain is often cited as following the 
opposite policy to that of the United 
States, since British home-owners must 
include in their Schedule A income a 
figure for net imputed rental value. 
This figure is arrived at by subtracting 





for some time, however genuine the commercial in- 
tent. See also Philip Lawton, “‘ Hobby Trading,” 
British Tax Review, July, 1960, 241-47. 


18 But the techniques may of course differ. Thus, 
British firms with overseas subsidiaries in warmer cli- 
mates are said to find it necessary sometimes to send 
their officers there on a business trip in the last year 
before retirement. 
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from gross annual value a statutory per- 
centage allowance for repairs. If actual 
expenses of repairs and maintenance ex- 
ceed this allowance over a five-year 
period, a corresponding refund of tax 
is granted.’® 

By concession, the excess may be de- 
ducted on a yearly basis, until accounts 
for a five-year period are available, as 
with new houses. 

In fact, however, these provisions 
amount to substantial discrimination in 
favor of the home-owner, for the gross 
annual rental value that they require is 
that which was set in 1936. Virtually 
all owner-occupied dwellings are there- 
fore substantially under-assessed for in- 
come-tax purposes, particularly those 
whose owners claim the allowance for 
deduction of actual expenses. Rented 
properties pay income tax on the actual 
rent, less expenses of repair, manage- 
ment, etc.; that part of the actual rent 
that is in excess of the value used for 
Schedule A, the so-called excess rent, is 
reported under Schedule D. 

The next revaluation of domestic 
properties for local tax purposes will oc- 
cur in 1963. Under present law, this 
revaluation will be without effect on 
Schedule A assessments. Indeed, the 
shock that would result from moving 
income-taxpaying homeowners from a 
1936 to a 1963 valuation would be 
severe. But the anomaly of leaving 
them on a valuation basis of a quarter- 
century previous will be difficult to 
justify. It would not be surprising if 
Britain exempted imputed income from 
home ownership, before the next reval- 
uation comes due (and would interest 
on home mortgages then be disallowed 
as a deduction?) The reasons that will 
be offered, perhaps not quite consistent 

19 Brudno and Bower, op. cif., 264. 
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with each other, will be the cumulative 
impact of the local property tax and 
the income tax, the low yield to which 
the Schedule A income tax has been 
reduced by thousands of maintenance 
claims by claims by owner-occupiers,”° 
and the injustice to small, uninformed 
householders who fail to enter such 
claims. 

(8) Bond washing and dividend 
stripping.—The esoteric arts of bond 
washing and dividend stripping have 
been practiced for many years in Brit- 
ain, despite repeated attempts in Finance 
Acts to check them. By 1959 irritation 
and dismay shown by both Labour and 
Conservative M.P.’s had reached a high 
level. New clauses were introduced in 
the 1959 Finance Act. But a year later, 
Inland Revenue and the Treasury had 
to admit final defeat; the technical cun- 
ning of their opponents in the securities 
markets rendered specific legislation in- 
effective. The Chancellor, in his Budget 
Speech of April, 1960, took the most 
unusual step—in Britain—of asking for 
“a general provision against avoidance.” 
Under this provision, “‘where any trans- 
action in stocks, shares, or securities ap- 
pears to have been arranged with the 
object of securing an Income Tax or 
Surtax advantage, the Commissioners 
of Inland Revenue shall be empowered 
to give a direction or directions in order 
to nullify the tax advantages that would 
otherwise be gained.” 8 

At least three devices are involved: 
the old type of bond-washing, the new 

20 Cf. A. R. Ilersic, “ The Budget 1959—Problems 


and Prospects,” British Tax Review, March, 1959, 
18-19. 


21 Weekly Hansard, 1960, No. 485, col. 58. The 
provision is in Sec. 28 of the Finance Act, 1960. 
See, in British Tax Review, July, 1960, “ Current 
Notes,” 218-20, and D. C. Potter, “* A Counterblast 
to Tax-Free Profits,” 248-67. See also II, 1 (c) 
(vii) (3) below. 
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type of bond-washing, and dividend 
stripping. 

The old, or familiar, type of bond- 
washing received its name from the 
holder’s being viewed as desiring to 
wash his bond clean of interest, which 
is taxable, substituting for it a non- 
taxable capital gain.”” Asa government 
bond neared its ex-interest date, the 
high-income holder would sell, under 
an agreement or option to repurchase 
immediately after the interest date 
(“dividend date”), at a price that 
would allow some gain to both parties, 
at the expense of the Treasury. The 
purchaser would show a certain capital 
loss, the exact amount depending on 
the repurchase price agreed on, but in 
any event the loss would be more than 
offset by the interest received. If the 
purchaser were a tax-exempt body (a 
charitable institution, for instance), it 
would pay no tax on the interest. If 
the purchaser were a dealer in securities, 
he would pay tax on the interest, but, 
being a dealer, could deduct the decline 
in the value of the bond, in computing 
his taxable income. The law now pro- 
vides that, with respect to this old type 
of bond-washing, the interest interven- 
ing between sale cum-interest and re- 
purchase ex-interest is to be treated as 
received by the one who sold cum-inter- 
est and repurchased ex-interest. 

Non-contractual bond-washing by 
purchase and sale in the open market 
was not touched by these provisions. 
Yet a tax benefit can be achieved, as 
long as capital gains are not taxable to 
one class of holder (ordinary investors), 
while capital losses are allowed to be de- 
ducted by another class of holder (deal- 
ers in securities). These impersonal, 
non-contractual dealings have given rise 


22 See, e.g., Brudno and Bower, op. cif., 254, 369. 
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to the term, “new bond-washing,” 
which the 1959 Finance Act attempted 
to render harmless. 

A precise description of the new 
bond-washing is not to be found in 
Hansard or other ready sources on Brit- 
ish tax matters,”* but its general nature 
may be inferred by deducing the oppor- 
tunities for tax profit under existing 
British law (pre-1960), as sketched in 
the following paragraphs. 

Suppose that safe investments yield 
10 per cent a year before income tax, 
and that everyone pays a flat 50 per cent 
tax on his income from investment; 
thus the lender’s rate of interest is 5 per 
cent. 

If capital gains are not taxable and 
capital losses are not deductible, a bond 
paying 10 in one dividend a year, and 
quoted in the market in the same man- 
ner as are shares on the New York Stock 
Exchange, will rise to 105 just before 
the interest date, and, going ex the in- 
terest of 10, will fall only by 5, not by 
10; that is, it will fall from 105 to 100. 
Thus Mr. A, who buys ex-interest and 
holds until just before the next interest 
date, gets § per cent before tax and also 
§ per cent after tax, on his year’s in- 
vestment. Mr. B, who buys just before 
and sells just after the interest date, gets 
10 interest, less § tax, less 5 loss in mar- 
ket value of bond, or zero return on his 
zero-period investment, as he should. 

If both capital gains and losses are 
included in computing taxable income 

23 For some clues, see Weekly Hansard, 1959, No. 
455, cols. 1118 and 1130. The wording of the ex- 
planation given in col. 1118 might seem to make the 
tax benefit hinge upon the fact that income tax on 
the dividend is withheld by the paying corporation, 
and later refunded by the Treasury to the loss-in- 
curring purchaser, but analysis will show that with- 
holding, plus tax refund, as such, cannot give rise to 


any greater tax advantage than could be gained under 
a system of no withholding coupled with no refund. 


TAX TENSION IN UNITED KINGDOM 9 


the bond must rise to 110 just before 
interest date, not 105; and must fall by 
10, going ex-interest. Thus Mr. A gets 
10 per cent pre-tax return but only 5 
per cent post-tax. Mr. B gets 10 inter- 
est, less 10 loss, or zero taxable income, 
and also zero real income, obtaining 
zero return on his zero-period invest- 
ment. 

What happens if capital losses are al- 
lowed to Mr. B, but capital gains are 
not taxed to Mr. A? The price should 
rise, during the year-long period of in- 
terest accrual, from 100 only to 105, 
if Mr. A is to get only 5 per cent return. 
Hence the bond falls only by 5, to 100, 
ex-interest of 10. Now, Mr. B’s income 
before tax is:'interest 10, loss 5, net in- 
come §. His tax is levied on this same 
net income, so he has 2 left after tax, 
as net return on his zero-period invest- 
ment. 

This is too good a thing to be over- 
looked, and if all the Mr. A’s could be- 
come Mr. B’s, they would go over to 
that side of the market and bid the 
cum-interest price up, to 110, for only 
at that point would the infinitely large 
rate of return be eliminated. But now 
the post-tax rate of return on invest- 
ment to the A’s, who buy ex-interest 
and sell just before the interest date, is 
10 per cent, not 5 per cent, since capi- 
tal gains are not taxable. Thus the gov- 
ernment, that is, taxpayers in general, 
subsidize investment to the extent of § 
per cent a year, by allowirrg ex-interest 
losses but not taxing the gain from in- 
terest accrual. 

If, as seems to be the case in Britain, 
we modify this last example by sup- 
posing that there are only a few Mr. B’s 
—not just anyone can become a Mr. B, 
you must be a dealer in securities for 
instance—, the bond will rise little if at 
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all above 105 by the interest date. The 
A’s get 5 per cent return on their year’s 
investment; the B’s, who in this context 
perform no economic function at all, 
get a return, after tax, of 2/2, as above: 
interest income 10, capital loss 5, tax- 
able income 5, tax 212, and net income 
after tax 21%. 

It is thus the combination of non- 
taxation of capital gains, and allowance 
of capital losses to a restricted group of 
persons, that makes the “ new” bond- 
washing profitable. 

To counter the new type of bond- 
washing, the 1959 Finance Act, with 
respect to purchase and resale of the 
same or similar securities, if income was 
received in the interval, within one 
month—six months if there was agree- 
ment to resell, or the transaction was 
not at market price—, (1) for dealers 
in securities, reduced the purchase price, 
for computing deductible loss, by the 
amount of the interest, or a part thereof, 
the reduction being the smaller, the 
longer the security is held; (2) for 
purchasers exempt from the income tax, 
made the interest taxable; (3) for trad- 
ers not dealers in securities, made the 
interest and tax appropriate thereto un- 
available for “loss relief” (deduction 
of loss from business operations).** As 
we have seen, these provisions appar- 
ently proved inadequate, but the Chan- 
cellor, in his 1960 Budget Speech, did 
not specify the precise manner in which 
their intent had been defeated. 

Bond-washing takes place in the mar- 
ket for government securities (“ gilt 
edged”), not in that for company 

24See the section entitled ‘ Bond-Washing and 
Dividend Stripping” in James S. Heaton, “ Income 
Tax and Profits Tax Provisions in the Finance Act,” 
British Tax Review, May, 1959, 161-65. See also 


Mr. Simon, in Weekly Hansard, 1959, No. 455, col. 
1118. 


[Vor. XIV 


stock; *® there is a “dividend” every 
six months, and transactions in govern- 
ment bonds are exempt from the 2 per 
cent tax on security purchases. Brok- 
ers’ commissions are also lower.”® 

Dividend stripping, a practice analog- 
ous to bond-washing, was first attacked 
by legislation in 1955, and has been 
further restricted since then.?’ In its 
simplest form, dividend stripping con- 
cerned a closely-held corporation that 
had accumulated, over the years, a large 
amount of profits, and could now pay 
a large dividend, but did not wish to do 
so because its stockholders were subject 
to high surtax rates. The shares in the 
corporation were sold to a dealer in 
securities, who took the dividend him- 
self and offset it by a deductible capital 
loss realized by reselling the shares or 
liquidating the corporation. The orig- 
inal shareholders had a _ non-taxable 
capital gain on the sale of their shares 
to the dealer.”* 

Other loopholes arising from the 
preferential treatment of capital gains, 
some of them widely used in the United 
States, are occupying the attention of 
the Chancellor. The British equivalent 
of the American “ collapsible corpora- 


25 Mr. Simon, loc. cit., No. 459, col. 1002. 


26 Mr. Freeth, in Weekly Hansard, 1959, No. 459, 
col, 1019. Mr. Simon, in Weekly Hansard, 1959, No. 
459, col. 1042, remarked: “* We deplore these prac- 
tices whereby a fiction of the tax code is used to 
claw back from the Revenue tax that has been paid 
by other taxpayers.” See also The Economist, April 
23, U559. 


27 The Solicitor-General, in Weekly Hansard, 1959, 
No. 459, col. 1151. 


28 G. S. A. Wheatcroft, “Law by Official Direc- 
tion,” The Times, London, April 12, 1960, 13. Pro- 
fessor Wheatcroft adds: “Another company which 
had incurred a trading loss was a useful adjunct here, 
as a purchaser of the shares of the ‘tax loss’ 
pany could use that loss to strip the dividend of the 
first company.” 


com- 
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tion” is now to be outlawed as a tax 
avoidance device (“persons in control 
of a company arrange that when that 
company has almost completed a project 
which in the ordinary course would lead 
to a taxable trading profit, the shares in 
it are sold so that the accrued profit, in 
effect, reaches the shareholders in the 
form of capital appreciation rather than 
income.” ) 7° 

(ii) Under the Estate Duty.—The 
death tax, in Britain as elsewhere, is al- 
most insignificant in yield compared 
with the income tax, but the loopholes 
are important to the individual tax- 
payer, since the rates run quite high. 
Potential social tensions are also in- 
volved, since the death duty, far more 
even than the income tax, is aimed at 
the top strata of the economic pyramid. 

On its face, the British estate tax 
looks severe. The tax applies upon the 
expiry of a life estate, or the equivalent, 
in contrast to the milder American ap- 
proach. Thus if Grandfather A places 
property in trust, income to go to his 
son B, and the property to pass to 
Grandson C upon the death of B, the 
death of B gives rise to tax on the capi- 
tal value of the property.*® The value 
of the property is aggregated with the 
property that had in fact been owned 
by B at the time of his death, and the 
tax rate applicable to the whole aggre- 
gate is determined. The five-year rule 
operates the same way: any property 
that the decendent has transferred as a 


29 Chancellor of the Exchequer (Mr. Amory), 
Budget Speech, April 4, 1960. Weekly Hansard, 
1960, No. 485, cols. 58-59. Typically, the project 
has been one of constructing and leasing a building. 


30 For other illustrations of property’s “ passing ” 
that gives rise to tax, see G. S. A. Wheatcroft, “* The 
Anti-Avoidance Provisions of the Law of Estate Duty 
in the United Kingdom,” National Tax Journal, 
March, 1957, p. 47. 
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gift inter vivos within five years of his 
death must be aggregated with the 
property he owns at the time of his 
death, and the current owner of the 
property, the donee, must pay his share 
of the estate tax.** A gift can on oc- 
casion be a disaster for the donee. A 
retired servant is given a thousand 
pounds sterling in recognition of his 
services; the donor inconsiderately dies 
within five years; the servant may have 
spent the money; yet he must now give 
Inland Revenue an amount equal to, 
say, 80 per cent of the gift, the precise 
percentage depending on what the size 
of the decendent’s estate turns out to 
be. Inland Revenue makes a serious 
effort to collect the money, usually by 
installments over a long period of time, 
but in some instances they have to write 
off the tax liability completely. 

The Finance Act, 1960 (Sec. 64) 
considerably lessens the impact of the 
five-year rule by requiring the inclu- 
sion of only 85 per cent of the gift in 
the third year after death, 70 per cent 
in the fourth year and 40 per cent in 
the fifth year. 

(1) Gifts inter vivos.—The five-year 
rule is rigid, and depends not at all on 
the gift’s having been made, as we say, 
“in contemplation of death.” But 
there is a counterweight, and a heavy 
one: no gift tax at all, aside from the 
stamp tax on all transfers, usually 2 per 
cent. 

Reliable information on the extent 

81 This is the reason the British death duty rate 
scale is cast in terms of a series of average rates, 
rather than marginal rates. Two or more persons 
may be paying tax because of one death, and it is 
only fair that each be asked to pay at the average 
rate applicable to the aggregate. Or is it? Mink 
coats given to girl friends within the five-year limit 
have been known to catch the revenue official’s eye; 


the widow must then be notified that she now owes 
tax at a higher rate on her share of the estate. 











12 NATIONAL TAX JOURNAL 


to which wealthy Britons take advan- 
tage of the lack of a gift tax to trans- 
fer property before death is almost im- 
possible to obtain. But the practice 
seems to be on the increase, despite a 
widespread attitude that appears to re- 
flect a careful reading of King Lear or 
Pére Goriot. The practice of trans- 
ferring inter vivos much or all of a 
large landed estate to a son, usually the 
eldest son, is said by one informant to 
be quite the customary thing in those 
families where the family texture is 
strong enough to have developed 
mutual trust between the generations. 
This mutual trust is said to be found 
more in the families of old wealth than 
in the newly rich; the self-made man’s 
father probably had not trusted him, 
nor he his father, and anyway, he has 
accumulated the fortune by his own 
efforts, and so clings to it close and 
long, often to the benefit of the Treas- 
ury. Some taxpayers exercise care to 
avoid multiple transfers, and hence 
multiple death duties: the fourth Duke 
of Y will make a gift in trust, not to 
his eldest son Harold, but to the fifth 
Duke of Y; then, if Harold is killed in 
war or otherwise meets an untimely 
death, the property stays in trust to 
pass finally at the fourth Duke’s death 
to whomever turns out to be the fifth 
Duke, instead of reverting immediately, 
through the estate tax mill, to the 
fourth Duke. 

(2) Improvements by tenants.—The 
ingenuity with which the gift gap is 
exploited by the more astute Briton may 
command admiration from even the 
most practiced American tax lawyer. 
If a tenant makes improvements to the 
land, with the owner’s written consent, 
he must be compensated for the re- 
maining value of the improvements 
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when he leaves the land either through 
expiry of the lease period or because of 
his death. An elderly owner of a parcel 
of land passes it to his son inter vivos, 
and then forms a company that leases 
the land back from the son. The com- 
pany pours money into improving the 
land, carefully neglecting, however, to 
obtain the new owner’s consent. Upon 
the death of the father, no part of the 
value of the improvements is includi- 
ble in his estate, not even that part 
dating within the five-year period, for 
the company owned by him has no 
assets; no written consent has been ob- 
tained from the son. 

(3) The “ disappearing trick.”—Un- 
til recently, the five-year rule had been 
circumvented in still another way, by 
the “ disappearing trick,” a neat method 
of exploiting the tree-and-fruit doc- 
trine under the shade of which, as we 
have seen, certain kinds of delayed in- 
come can escape tax. As applied to the 
estate tax, it went as follows. Father, 
not sure of what inflation and future 
Labour Governments might hold in 
store for him, would cling to his wealth 
despite the admonitions of his tax law- 
yer, who in turn was responding to pleas 
from the children. But finally, when 
the signals of departure had become 
fairly clear, the old gentleman would 
transfer some short-dated securities to 
the children. Provided that he could 
live until the securities matured in the 
hands of the children, the gift would 
not be includible in his estate, even 
though he died within five years of the 
gift. “ The ” property that the children 
had received was deemed to vanish 
when the securities matured and were 
converted into cash. Inland Revenue 
could not tax that which did not exist. 
The tree had been uprooted, and re- 
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placed by another. This loophole, after 
having been vigorously exploited for 
some years, was closed by a provision of 
the Finance Act of 1957.7 

(4) Agricultural property.—Agri- 
cultural property pays only 55 per cent 
of the full tax rates under the estate 
duty. Death-bed purchases of farm 
land by wealthy men who already own 
large landed estates are not uncommon: 
after all, it is the only way they can 
reduce death duties enough to avoid 
having to break up those estates. 
Landed estates or no, agricultural land 
must appear increasingly attractive to 
the head of the family who has clung to 
his wealth too long to be optimistic with 
respect to the five-year period. A lively 
market in sheep lands, for example, is 
said to have developed, at prices rather 
above what their wealth-producing 
powers would justify. 

(5) Life insurance proceeds.—The 
proceeds of a life insurance policy are 
treated as a separate estate, provided the 
policy falls within the class of proper- 
ties in which the deceased never had at 
any time any beneficial interest. Such 
properties are not aggregable with the 
decedent’s own property. Being taxed 
as a separate estate—technically, as 
property that is “deemed ” to pass at 
the decedent’s death—-, the proceeds of 
the policy enjoy the privilege of start- 
ing at the bottom of the rate scale. As 
long ago as 1930, the Chancellor of the 
Exchequer was aware of the potential 
abuse ef this provision. Snowden is 
said to have told the life insurance com- 
panies that if they promoted gross 
avoidance by this route, he would with- 
draw the privilege of deducting pre- 
miums for income tax purposes. Finally, 
in the 1950’s, one client went too far: 


82 Brudno and Bower, op. cit., Supplement, 3/5/3. 
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he obtained from each of 17 insurance 
companies a £2,000 policy. Since 
£2,000 was the basic exemption under 
the estate tax, he was able to guarantee 
transfer to his beneficiaries, at death, a 
total of £34,000 tax-free ($95,200). 
If more insurance companies had been 
available, he would have done still 
better. Thereupon, and following con- 
ferences with the Treasury, the life in- 
surance companies agreed among them- 
selves to ask anyone who wanted to set 
up one of these “insurance trusts” 
whether he had taken out any similar 
policy for the same beneficiary with any 
other company within the preceding 
twelve months. If the answer is yes, 
the company will not do business with 
him. Moreover, all such properties are 
now aggregated according to the per- 
sons entitled to them.** Still, the op- 
portunity for tax minimizing is sub- 
stantial.** 

(6) Discretionary trusts——Taxation 
upon the expiry of a life estate is 
avoided by the discretionary trust, 
which can achieve practically all the 
aims of a life estate while deferring ex- 
piry for two or more generations. Let 
us suppose that the donor has three 
children living, A, B, C, each of whom 
has a child, D, E, and F, and that great- 
grand children G, H, and I have been 
born. The donor places property in 
trust, the income to be paid to any one 
or all of these persons, at the discretion 
of the trustee or trustees. The donor 
himself may be a trustee, although if he 
fears a retroactive tightening up of the 
law, he will do well to appoint an ac- 
countant or lawyer as co-trustee(s). 


33 Wheatcroft, loc. cit., p. 54. 


34 For recent legislation, see J. G. Monroe, “ Estate 
Duty Changes in the Finance Act, 1959,” British Tax 
Review, May, 1959, 171-174. 
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Upon the death of any one of the de- 
scendents, no property is deemed to 
pass, since no one of them has a vested 
right to the income. Only upon the 
death of the last but one of the nine 
does the death duty take effect. On 
that occasion, the one remaining bene- 
ficiary clearly has received something by 
the death of the last but one. The dis- 
cretionary trust has for some years been 
a favorite means of inter vivos gift that 
avoids the burden of death duty upon 
death of a beneficiary.® 

(7) The “ strip trick”.—Shares of 
stock that are passed by gift inter vivos 
and are caught in estate duty because 
the donor dies within five years are so 
included at their value at the time of 
the donor’s death, not as of the date of 
the gift. This rule opens the way for 
the “strip trick,” which operates on 
shares that have been transferred to 
donees at a time when there is concern 
over the donor’s prospects of living out 
the five-year period. A resolution is 
passed by the shareholders, a group 
which by now does not include the 
donor, which strips most of the value 
from those shares and transfers it to 
other shares in the same corporation al- 
ready held for more than five years, by 
the donees.°® Then, if death occurs 
within five years, the amount caught by 
estate duty is correspondingly small. 

(b) Traps.—Tax traps are the con- 
verse of loopholes; among a large num- 

35 See also the device of release of life interests, 
described by Wheatcroft, loc. cit., p. 53; and the 


transactions with companies controlled by the de- 
ceased or his family, ibid., 54-55. 


36 G. S. A. Wheatcroft, “ Feather-Bedding Death, 
or Second Thoughts on Section Thirty-Eight,” Brit- 
ish Tax Review, Dec., 1958, 376. For the “in and 
out trick,” and the “ repeating trick,” see ibid., 379- 
80, 386-90. See also Wheatcroft, ‘ Feather-Bedding 
Death Further Deliberated,” British Tax Review, July, 
1959. 
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ber of taxpayers similarly circum- 
stanced, a few pay more tax than the 
rest, because of merely formal differ- 
ences in their transactions. Tax traps 
are found in the British income tax 
chiefly because of its insistence that, 
while nothing that is not regular is 
income, all that is regular is income. 
Thus an annuity, even though pur- 
chased from the annuitant’s own sav- 
ings, was fully taxable *’ until as re- 
cently as 1956, when the law was finally 
altered to allow exclusion of the return- 
of-capital element in each annuity pay- 
ment.*® Perhaps this long continued 
reluctance to undertake the adminis- 
trative effort to segregate the two ele- 
ments had its origin in the circum- 
stances surrounding the early income 
tax, which was for many years con- 
sidered to be only a temporary expedi- 
erit to raise emergency revenue (1799- 
1802, 1803-1816, 1842 ff.) The 1842 
tax was proposed by Peel for a limited 
period of four years, at 7d. in the 
pound.*® Moreover, the progressive- 
rate super-tax was not introduced until 
1909. Under a temporary, flat-rate tax 
one could well afford to ignore niceties 
involved in annuities and the like. Still, 
the outside observer finds himself puz- 
zled that it should have taken two 
world wars and a depression, and mar- 
ginal rates reaching beyond 90 per cent, 
to force the change. 

In its refusal to allow deduction for 
professional expenses of certain kinds, 
and some other outlays closely associated 


37 See William Phillips, “If I May Be Pardoned 
for Adding ... 1,” British Tax Review, May, 1959, 
182-86. 


38 Brudno and Bower, op. cit., 259. 


39 Stephen Dowell, A History of Taxes and Taxa- 
tion in England from the Earliest Times to the Year 
1885, second ed., Vol. II, 325. 
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with the obtaining of income, the 
British law, or Inland Revenue’s inter- 
pretation of it, seems harsh. For ex- 
ample, until the Finance Act of 1958 
altered the rule, membership dues in 
professional societies, and subscriptions 
to scholarly journals were not deducti- 
ble from income received under 
Schedule E, a treatment that contrasted 
notably with the latitude allowed the 
taxpayer under Schedule D (business 
expenses). “There can have been no 
part of the income tax code which has 
been so regularly the subject of un- 
favourable notice,” said the majority of 
the Royal Commission on the Taxation 
of Profits and Income * (themselves 
largely professional men and women). 
But Inland Revenue held firm, in its 
close interpretation of the admittedly 
severe language of the law: the expense 
must be one that the taxpayer is “ neces- 
sarily obliged to incur . . . wholly, ex- 
clusively and necessarily in the per- 
formance of the said duties” of the 
“office or employment or profit.” ** 
Two “ necessarily’s”” seem unnecessary, 
but their presence may have tended to 
make Inland Revenue construe strictly 
the phrase “in the performance of the 
said duties.” 

Under the death duty, a tax trap has 
already been noted above, where the in- 
considerate donor dies within five years 
of his gift. 

(c) Why-Loopholes and Traps Exist 
in Britain——Why so many loopholes 
and tax traps in the British income and 
death taxes? But why ask the question? 
All “advanced” countries have them. 


40 Final Report, p. 44. The Minority of the Com- 
mission favored, in principle, restricting the deduc- 
tions under Schedule D rather than expanding those 
under Schedule E, provided competing countries would 
follow suit. 


41 [bid., p. 392. 
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Still, in Britain, where tax policy is 
made by the executive and cannot, in 
practice, be unmade on the floor of the 
House; where there is little of the open 
trading of tax and other favors among 
geographical blocks that has been so 
marked a feature of United States fed- 
eral tax policy; where the tax adminis- 
tration has for decades commanded a 
respect not far short of reverence: how 
dees it come that the tax law carries 
within it so many absurdities? 

(i) Tradition—In the United States, 
the absurdities have usually arisen as 
open compromises between powerful 
pressure groups, with occasional atten- 
tion to the amorphous public interest, 
sometimes represented by the Treasury. 
In Great Britain the absurdities exist 
usually because the British income tax 
is an old tax, and the modern world has 
created complications of a kind that 
could not have been anticipated. Being 
there, the absurdities tend to remain, be- 
cause few persons outside the govern- 
ment interest themselves in getting 
them removed. Those that do, have 
perhaps been rather more discouraged 
than encouraged by Inland Revenue and 
the Treasury, and baffled by a parlia- 
mentary system that does not facilitate 
attention to this kind of detail. 

(ii) Limited Academic Influence—In 
the United States, members of the aca- 
demic community interested in technical 
issues of taxation have been fairly num- 
erous and vocal. The Treasury and 
Congressional committees have heard 
much from them, sometimes willingly. 
In Britain, no comparable body of tech- 
nically trained, policy-oriented body of 
academic tax scholars has developed, de- 
spite the precedent set by Adam Smith * 


42 See, for instance, Dowell, op. cit., Vol. III, 
178-92. 





16 NATIONAL TAX JOURNAL 


and John Stuart Mill.** In part, this gap 
in the technical conscience of the com- 
munity is due to the absence of inten- 
sive courses in taxation in the law 
schools,** in part to the consistent un- 
willingness of Inland Revenue to estab- 
lish contact on a continuing, consulting 
basis with the faculties of British uni- 
versities. 

(iii) Revenue the Key.—Moreover, 
Inland Revenue has adopted the view 
that it has no duty to urge elimination 
of a loophole unless the loss of revenue 


43 Mill’s Book V of his Principles devotes much 
attention to technical problems of defining the tax 
base, especially for the income tax. 


44“ No one can deny that the present state of our 
taxation legislation is far worse than any other part 
of the statute-book, and much judge-made law in 
taxation cases is open to criticism. Many defects, 
both in legislation and in judicial decision, would 
have been avoided had there been a strong body of 
professional teachers of taxation law ready to criticise 
legislation and decisions and to suggest improvements. 
To a large extent, public comment on taxation prob- 
lems has been left to economists and accountants; 
lawyers rarely raise their voices in protest or criti- 
cism. The neglect of public speaking by lawyers on 
this subject is particularly dangerous at present when 
there is a strong body of professors of economics who 
preach that taxation should be used as a flexible eco- 
nomic weapon so as to assist those sections of the 
economy which are flagging and damp down those 
sections which are unduly boisterous. This doctrine 
inevitably involves a disregard of the basic principle 
of equity in taxation between citizens similarly placed, 
and now, even more than before, there is needed a 
strong body of professional legal opinion, able and 
willing to speak on taxation matters. Practising 
lawyers, in close touch with the interests of particu- 
lar clients, cannot always take an entirely detached 
view; but the university teacher has a particular 
qualification to speak dispassionately on this subject 
and the emergence of a strong body of university 
legal opinion on taxation problems would be of great 
value to the country.” G. S. A. Wheatcroft, “ Tax- 
ation Law as a University Subject,” Journal of the 
Society of Public Teachers of Law, June, 1959, p. 13. 
While the economist would take exception to the 
word “inevitably ” in this context, he would agree 
on the importance of the role to be played by pro- 
fessors of tax law in maintaining an equitable system. 
Professor Wheatcroft has recently initiated, at the 
London School of Economics and Political Science, 
the first graduate course in tax law to be offered in 
a British University. 
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is consequential. Much the same seems 
to be the Treasury view. This attitude 
places a low value on tax justice in the 
abstract. No doubt it would not be 
adhered to in the extreme; if, say, the 
three wealthiest taxpayers in Britain one 
day discovered some device by which 
they could all go scot-free indefinitely, 
the Financial Secretary would of course 
appeal to the Chancellor of Exchequer 
for action. 

(iv) Policy Limitations of Inland 
Revenue.—Inland Revenue’s position 
on these matters is in part a reflection of 
the principle that it is an administrative 
arm of the Government, not a policy 
formulating group. Thus, a high-rank- 
ing Labour Party member explained to 
the writer that he would not expect In- 
land Revenue to submit a recommenda- 
tion for restricting use of the Deeds of 
Covenant, for that is a “ policy matter.” 
One may understand that view, which 
has also been held by the Internal Rev- 
enue Service in the United States at 
certain periods in its history; but then 
it devolves upon the Treasury to guard 
the public interest in tax equity. The 
British Treasury, however, has no staff 
of economists and lawyers devoted solely 
to anticipating problems of tax policy 
and tax technique, nor does it contem- 
plate establishing such a group.*® The 


45.4 British colleague comments: “Isn’t this part 
of the strong ‘ amateur’ tradition of the Civil Serv- 
ice in the U.K.—that a man with a First in Classics 
at Oxbridge can cope with anything?” To the de- 
gree that this tradition obtains, specialization on the 
tax side of public finance among academic economists 
is apt to be discouraged. It should be added here 
that the text above is not intended to imply that In- 
land Revenue officials never participate in policy dis- 
cussions within the Government, for of course they 
do; but there seems to the present writer to have been 
no intense, continuing interest in broad tax-policy 
reform within Inland Revenue or the Treasury. The 
reader is warned that this is a personal impression, 
subject to correction. 
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Treasury has brought in economists of 
the highest capability, but they are not 
tax economists, at home both in eco- 
nomic analysis and in the living struc- 
ture of the tax law. Nor does Inland 
Revenue maintain a staff of tax econ- 
omists or legal experts whose job it 
would be to watch for loopholes and tax 
traps; instead, Inland Revenue depends 
on a division of labor between its oper- 
ating personnel and its very small group 
of administrative personnel. The result, 
reflected clearly in the numerous memo- 
randa that Inland Revenue submitted to 
the recent Royal Commission on Tax- 
ation of Profits and Income, is a some- 
what defensive attitude toward sugges- 
tions from the outside for change. One 
wonders for example, why attention was 
not directed to techniques that would 
permit partial splitting of married 


couples’ incomes, instead of posing the 
extremes of straight 50-50 splitting (as 


in the United States) and compulsory 
joint returns (Great Britain). Again, 
although an operating loss sustained by 
a business firm in one year may be car- 
ried forward to a later year to offset 
against income of that year, the British 
income tax law provides no carryback 
of losses (except when a business is dis- 
continued); yet this provision has cer- 
tain advantages, since it puts cash in the 
hands of firms that are in a period of 
depressed business, by giving rise to re- 
funds of tax paid in earlier years. The 
absence of a carryback in the British 
income tax is probably due to the 
weight accorded to administrative fa- 
cility. 

(v) Parliamentary Roadblocks to 
Reform.—Even with limited objectives, 
Inland Revenue is not able to get be- 
fore Parliament each year all the meas- 
ures of tax reform it desires. To be sure, 
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any Chancellor of the Exchequer can 
get almost anything he wants, if he has 
it made an issue of confidence, calls out 
the party whips, threatens to resign, and 
so on. But in fact, since the length of 
the session is fixed, and since the Gov- 
ernment has many other measures to 
get through, it cannot afford to present 
too many tax provisions that can be de- 
bated. Closure could be invoked, but 
that would destroy the gentleman’s 
agreement with the Opposition. For 
the sake of party harmony, the Chancel- 
lor cannot afford to keep party mem- 
bers on the floor constantly, to assure 
passage of this and that technical item 
which the members have little interest 
in, and may even be opposed to. A few 
years ago, the then Financial Secretary 
to the Treasury informed the present 
writer that he had felt obliged to knock 
out fourteen provisions that the Treas- 
ury officials urged be inserted in the 
Finance Bill of that year, leaving some 
dozen or so to be driven through the 
House.*® 

But what of the Opposition? They, 
too are hemmed in by Parliament’s self- 
denying rules, for they cannot propose 
any amendment to the Finance Bill that 
would result in increasing the amount 
of tax on any one. Much ingenuity is 
said to be exercised at the behest of the 
Government, by the “ bright boys” in 
the Treasury, in discovering in an Op- 
position proposal for tax reform some 
element, however minor, that would 
constitute, if only for one taxpayer, an 
increase in tax. Thus, a certain proposal 
to grant relief under the surtax is said 

46 In 1960 it proved possible to include an unusu- 
ally large number of technical changes in the Finance 
Act, since the Chancellor had decided not to make 
any major changes in tax revenues, and time was 
therefore available to discuss loophole-closing provi- 


sions and tax reliefs. See ‘Current Notes,” British 
Tax Review, July, 1960, 16. 
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to have been ruled out of order by the 
Speaker because it could conceivably 
have increased the tax payable by, say, 
a taxpayer with 20 dependents, or some- 
thing equally unlikely. 

The Purchase Tax, with its varied 
rates, each applying to a specified list of 
commodities sold at wholesale, illus- 
trates the difficulties of providing ade- 
quate opportunity to offer and debate 
amendments without spending “ half- 
an-hour on tooth brushes and half-an- 
hour on something else,” a procedure 
that consumed several days under the 
rules followed for a year or two im- 
mediately after World War II.*7 In 
1949, ““an agreement was reached... . 
which provided that in any year when 
there were not changes in the coverage 
of the tax schedules—that is, movement 
of items from one group to another or 
out of groups—it would be possible to 
have. . . . some three, four or five sepa- 
rate debates . . . , depending on the 
number of rates in force.” ** In 1959 
the Government so worded the Finan- 
cial Resolution that amendments could 
not be offered to reduce the rates of 50 
per cent, 25 per cent, and 12% per cent, 
but could be offered to reduce (but not 
repeal) the 5 per cent rate.*® The Op- 
position was decidedly upset. “It is, 
after all, one of the main functions of 
the House of Commons to discuss and 
amend matters of taxation.” 

To a moderate degree, these handi- 
caps can be overcome by submitting a 
supplementary finance bill in the au- 
tumn; and at least one authority recom- 


47 Weekly Hansard, 1959, No. 457, col. 984. 


48 Mr. H. Wilson, Weekly Hansard, 1959, No. 457, 
col. 984. 


49 Tbid., col. 987. 
50 Ibid., col. 995, Mr. Jay. 
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mends that a separate act be passed each 
autumn restricted to administrative 
changes in the tax law. But in general, 
one may say that Inland Revenue and 
the Treasury ask for little in tax reform, 
and get less. To be sure, the Budget 
Speech of April 7, 1959, for example,” 
was studded with proposals for minor 
downward adjustments in taxation, in- 
volving a negligible loss in revenue. Tax 
relief measures usually encounter no op- 
position. Thus the exigencies of Parlia- 
mentary life permit many measures of 
tax relief, if no appreciable revenue is 
involved, but few measures of tax in- 
crease, and then only if appreciable 
revenue is involved. 

(iv). The Royal Commissions.—One 
might think that the device of the ad 
hoc Royal Commission would have 
proved adequate to keep tax technique 
up to date. These Commissions, of 
which there have been several in the 
past fifty years or so concerned with 
taxation, are composed of distinguished 
members of the community, some of 
them, at least, expert in tax problems. 
They hold extensive hearings, publish 
minutes of evidence, accept numerous 
and sometimes lengthy memoranda, and 
submit detailed and comprehensive re- 
ports. Yet somehow the impact of these 
Commissions has been less evident in 
consequent changes in law and practice 
than might have been anticipated. Per- 
haps this is because the power of ad hoc 
commissions, or missions, or whatever, 
to influence the swift and complex flow 
of events in a highly technical field is 
always easy to overestimate. Partly, too, 
it is because the permanent administra- 
tors are not predisposed to welcome ad- 
vice from such Commissions. 

Another factor is an inherent con- 


51 Weekly Hansard, 1959, No. 452, cols. 50-63. 
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servatism observable in at least the ma- 
jority of members of the Commissions. 
This conservatism is not always but- 
tressed by impeccable logic, even on the 
legal front; and to the economist, much 
of the analysis seems to be legalistic. 
Finally, members of a Royal Commis- 
sion appear strongly inclined to the view 
that a measure must be unworkable, or 
at least unreasonably difficult of adminis- 
tration, if Inland Revenue says it is. 
Thus even the venturesome minority of 
the 1955 Royal Commission rejected 
out of hand a proposal to introduce 
cumulative averaging of a taxpayer’s in- 
come over a period of years, for “ we 
understand that for administrative rea- 
sons this solution is regarded as im- 
practicable.” °* While there is probably 
no better tax administrative body in the 
world today than Inland Revenue, still, 
a policy formulator adopts the adminis- 
trator’s views at his own peril. There is 
bound to be an administrative bias 
against attempting the new, against ven- 
turing with untested techniques. The 
strenuous opposition voiced by the Com- 
missioner of Internal Revenue in the 
United States, early in World War II, 
to the introduction of withholding from 
wages and salaries under the income tax 
is a classic case in point.™* 

To be sure, several of the reform 
measures in the past few Finance Acts 
reflect recommendations presented in 
the Final Report of the Royal Commis- 
sion on the Taxation of Profits and In- 
come, of 1955. The influence of this 
Commission may well prove to have 
been more considerable than the re- 
marks above might suggest. 

(vii) Reluctance to Delegate Power 


52 RC-ER, p. 373, footnote. 


53 See Randolph E. Paul, Taxation in the United 
States, 330-32. 


TAX TENSION IN UNITED KINGDOM 19 


to the Executive-—Despite a weariness 
in Parliament over the yearly crop of 
technicalities submitted for its discus- 
sion and approval, technicalities designed 
to check avoidance of income tax and 
death duty, the majority of members 
probably agree with the Royal Commis- 
sion’s view: “We do not favour a de- 
parture from the present system of de- 
tailed legislative control of the various 
forms of tax avoidance that are thought 
to be obnoxious.” °* This attitude re- 
flects an unwillingness to allow the Exe- 
cutive a free hand in formulating the 
ground rules, even in the quite tech- 
nical and complex arena of income com- 
putation. Interestingly enough, no 
corresponding unwillingness is evid- 
enced with respect to indirect taxation. 

The British income tax law is cast in 
more general terms than that of the 
United States (Federal Government). 
From this fact we might be tempted 
to infer that great power has in fact 
been delegated to the executive by 
Parliament, and that responsibility for 
continued existence of loopholes must 
rest on Inland Revenue. But it is one 
thing to say that Parliament enacts an 
unspecific law, and another to say that 
Parliament permits the executive to fill 
in the gaps as it will. Moreover, judi- 
cial decisions unfavorable to the Treas- 
ury have given some loopholes im- 
munity from administrative action. 

(1) A general anti-avoidance provi- 
sion.—In debate on the Finance Act, 
1959, one M.P., “ heartily sick and tired 
of having to spend a great deal of time 
year after year on complicated Clauses 
designed to stop up one loophole after 
another,” * proposed a choice among 

54 Quoted by Mr. Simon, Weekly Hansard, 1959, 
No. 459, col. 1040. 


55 Mr. Eric Fletcher, Weekly Hansard, 1959, No. 
459, col. 992. 
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three alternatives. The most drastic 
one, not his own favorite, was a gen- 
eral anti-avoidance provision of the type 
found in the tax law of Australia and 
South Africa. It has been remarked, 
however, that “ this provision [in Aus- 
tralia and South Africa] has been con- 
siderably cut down by judicial interpre- 
tation and appears to have little effect in 
practice.” °* The proposal seemed to 
have virtually no support in Parlia- 
ment.*’ Some surprise and concern ** 
were therefore evidenced when the 
Chancellor, in his April, 1960 Budget 
Speech, requested just this power, 
limited, indeed, to cases involving trans- 
actions in securities where bond-washers 
and dividend strippers were still keeping 
one move ahead of loophole-closing leg- 
islation.™® 

(2) Statutory Instrument.—Some 
time would be saved if the Chancellor 


of the Exchequer were given power, un- 
der appropriate legislation, to close a 
loophole by executive action as soon as 
it was discovered, by a “ Statutory In- 
strument,” to be confirmed in the next 


Finance Bill.°° Labour appears to sup- 


port such an approach; the Conserva- 
tive M.P.’s seem unenthusiastic. This 
measure would not, of course, spare 
Parliament from having to listen to 
technical explanations. And the Statu- 
tory Instrument has the disadvantage 
of not being open to amendment on the 
floor of the House.* 


56 British Tax Review, March, 1959, p. 79. 
57 Weekly Hansard, 1959, No. 459, col. 996. 


58 See G. S. A. Wheatcroft, “Law by Official Di- 
rection,” The Times, London, April 12, 1960, 13, 17; 
and ‘the unsigned article, ‘Mr. Amory’s Reforms,” 
The Economist, April 9, 1960, 179. 


59 Weekly Hansard, 1960, No. 458, col. 58. See 
Section II, (8) above. 


60 Ibid., col. 993. 
61 [bid., cols. 997-98. This inability to amend is 
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(3) Retroactive legislation. — A 
warning to taxpayers by the Chancellor 
of the Exchequer, with respect to a par- 
ticular method of tax avoidance, cou- 
pled with the threat of retroactive leg- 
islation, seems to command some 
support in Parliament, but not enough 
to make its use likely. 

2. Inappropriately Unequal Treat- 
ment of Unequals——So much for the 
unequal treatment of equals in the cur- 
rent British income and death taxes. 
What of the unequal treatment of un- 
equals? 

(a) Distinction between Inadequate 
and Excessive Inequality of Treatment. 
—Resentment may arise because the un- 
equal treatment is felt to be either ex- 
cessive or inadequate. That is to say, 
resentment may develop either on ac- 
count of what the tax law does to one- 
self, or on account of what it does not 
do to others. 

The former type of resentment pre- 
dominates in present-day Britain. The 
well-to-do, while agreeing that they 
should pay more tax than those less well 
off, and to this extent accepting the 
doctrine of unequal treatment of un- 
equals, resent the lengths to which this 
idea has been carried, in the income tax 
rate schedule. On the other hand, they 
reveal no marked resentment at the level 
of tax rate granted the lower income 
groups. They want their own taxes 
down, not the others up. This attitude 
might be interpreted merely as a desire 
for lower taxes in general. But it may 
be significant that the lack of resent- 
ment persists even when the low level 
of taxation of the lower-income groups 





said to be of much less importance with respect to 
the Purchase Tax and other indirect taxes; and the 
Statutory Instrument is in fact used to check avoid- 
ance of those taxes. 


62 Weekly Hansard, 1959, No. 459, cols. 992, 997. 
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is achieved by specific tax reliefs, rather 
than a generally lower level of rates, of 
a kind that are denied to the upper in- 
come groups. An example is supplied 
by the treatment of working wives. 
The protestations of the professional 
women’s groups against the tax barriers 
encountered by them have not been 
flavored with envy directed at the wives 
of the manual laborers, or other lower 
income individuals, who benefit from 
the 7/9ths working wife exemption (see 
III-1 below). 

The trade unions and other repre- 
sentatives of the lower income groups 
may be somewhat inclined to ask both 
for lower taxes on their group and for 
higher taxes on the well-to-do. Yet 
when they demand higher personal ex- 
emptions under the tax they do not 
usually propose that the well-to-do be 
held to the old, low level of exemptions. 
One tax measure that would take money 


from the rich while not harming the 
lower income groups is the extremely 
progressive expenditures tax with high 
personal exemptions, suggested by the 
minority of the Royal Commission for 


consideration.** This tax has not yet, 
however, become a plank in the Labour 
Party’s platform, nor is it now being 
vigorously advocated even in academic 
circles. 

In sum, there is not much evidence of 
the second type of resentment in Brit- 
ain, not much feeling that the other 
fellow is paying too little. Probably the 
rank and file of labor have heard a good 
deal about high surtax rates, but know 
little about loopholes. The well-to-do, 
on the other hand, must have been im- 
pressed by the low real level to which 
the personal exemption and dependent 
allowances have been driven, through a 


63 RC-FR, p. 364. 
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combination of changes in the absolute 
amount allowed, and a rising level of 
consumer prices. 

(b) Income Inequality and Tax Ten- 
sion.—Moreover, the struggle tends to 
be centered on one’s own tax problems 
by the huge disparity in tax revenues 
contributed by the two groups, the 
low-income and the high-income. Even 
without trying to fix a neat dividing 
line between the two, we can see that 
a modest tax change for the individual 
in the low-income group implies a sub- 
stantial percentage change in total tax 
revenue, while even complete exemption 
of the very wealthy would have only a 
slight impact on total revenue. The 
wealthy are very wealthy, but there are 
very few of them. Accordingly, if the 
low-income masses want appreciable tax 
relief, they cannot hope to get it from 
any increase, even a very substantial in- 
crease, in taxation on the incomes of 
those at the top; while if those at the 
top want tax relief, they can make their 
case, so far as effect on revenue is con- 
cerned, without demanding higher taxes 
from the low-income groups. Social 
tension over distribution of the tax bill 
is much less with the present unequal 
distribution of income than it would be 
if the community were divided into two 
groups somewhat similar numerically 
and not extremely far apart in modal 
income. In this latter, hypothetical, in- 
stance, the (fairly) rich could gain sub- 
stantial tax relief only if they could 
succeed in getting tax rates raised on 
the (moderately) poor. 

(c) Smoking as a Criterion of In- 
equality.—Income, and property passed 
by gift or at death, are generally ac- 
cepted as relevant measures of unequal- 
ness. The tobacco habit, on its face, 
carries no such claim. If you smoke and 
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I do not, your duty to contribute more 
to the common needs of the state on 
that account is not self-evident. Yet in 
Britain, dependence on the smoker is 
much greater even than in the United 
States. Indeed, the tax, as a percentage 
of price to consumer, is higher than for 
the liquor tax. The basic rate of to- 
bacco tax accounts for nearly three- 
quarters of the retail price of cigarettes, 
while the basic excise duty on spirits 
produced in the United Kingdom and 
matured in warehouse for not less than 
three years accounts for only about 
two-thirds the retail price of a bottle of 
whiskey or rum at 70 per cent of proof, 
the type normally sold.** Moreover, 
even a Labour Government, which 
might have been thought sensitive to the 
reactions of low-income groups, has not 
hesitated to make heavy use of the to- 
bacco tax, to help control the balance 


of payments (Dalton, in 1947). 

The willingness of the British public 
to accept this irrelevant measure of un- 
equalness, for distribution of the tax 
burden, throws much light on what is 
tolerable in Britain in the way of un- 


equal treatment of unequals. It was 


64 Central Office of Information, The British Tax 
System, p. 30. The Duty represents about 3s. 1d. in 
the retail price of 4s. for an ounce of pipe tobacco; 
2s. 10%4d. in the retail price of twenty cigarettes 
selling at 3s. 11d. Sir Herbert Brittain, The British 
Bud getary‘System, London, 1959, p. 89. 


65 Thus the Central Office of Information, in its 
disquisition on the Principles of Taxation, states that 
the following principle (among others) appears to 
underlie the British system: “2. Taxes should be 
equitable as between one individual and another. 
That is, taxes should be universal, imposed without 
distinction of person between citizens similarly placed. 
This does not mean, for example, that a tax on 
whisky is inequitable because non-drinkers do not 
pay it. But it does mean that all drinkers—the 
‘citizens similarly placed ’—should pay it.” The 
British Tax System, p. 5. Britain is not the only 
country where this view is firmly held, but no other 
western industrial country applies the theorem so 
harshly to drinkers and smokers. 
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under-scored by the announcement of 
the Chancellor in his Budget Speech of 
April, 1960, that the tax was being 
raised once again.“ Interviews with 
policy officials in the Treasury and In- 
land Revenue, and with leaders of the 
Labour Party, alike, reveal an indiffer- 
ence to the equity question that makes 
one suspect that it has scarcely been 
given thought. The Treasury considers 
only what the traffic will bear, in sug- 
gesting the rate of the cigarette tax; it 
seems uninterested in formulating a tol- 
erable degree of injustice as between the 
smoker and the non-smoker. Moreover, 
Treasury officials point out that the 
growers of Britain’s tobacco are with- 
out exception located abroad. This re- 
mark illustrates a tendency common in 
the United States as well as in the 
United Kingdom: a disposition to avoid 
differential tax treatment of various 
classes of producers, while accepting dis- 
crimination among various classes of 
consumers (not income classes). The 
United States observer must admit that 
if we obtained all our tobacco from 
abroad, the Federal tax would be much 
higher than the present 8 cents a pack. 

There is, of course, the sumptuary 
argument: smoking is not good for peo- 
ple, therefore it ought to be discouraged. 
There is also a tinge of envy, or of defi- 
nition of a within-the-class luxury con- 
cept: no matter how poor you are, if 
you do smoke cigarettes, you must be 
relatively well off in some sense. And 
of course the external diseconomies of 
the economist: the smoker causes dis- 
comfort to the non-smoker. 

Of these arguments, the sumptuary 
one seems likely to recover something 


86 Weekly Hansard, 1960, No. 485, col. 63. The 
increase will be equivalent to an additional 2d. on a 
package of 20 cigarettes selling for 3s. 11d. 
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of the strength it once had when cig- 
arettes were thought to stunt growth. 
The statistical correlation between the 
incidence of lung cancer and heavy 
smoking over a long period is said to be 
so striking that legislators and the pub- 
lic can hardly ignore it much longer. 
One highly placed official in the British 
Treasury volunteered a remark to the 
present writer to the effect that within 
twenty or thirty years Britain would 
have to seek a major new source of 
revenue, as the younger generation 
would in larger and larger numbers ab- 
stain from smoking. ‘The tobacco tax 
is currently yielding about one-seventh 
of total national-government tax reve- 
nue. 

The inequity of allocating financial 
support of the state on the basis of 
smoking has been appreciated at least 
to some degree. Until recently, aged 
persons of low income could obtain a 


refund of part of the tax on the to- 


bacco they purchased. A system of 
coupons was employed. This provision 
was of course inconsistent with the no- 
tion that it is the foreign tobacco grow- 
ers who bear the tax, but consistent 
with the probable realities of the case. 
However, no comparable concern has 
been shown for the smoking minor, or 
the smoking working wife, or the smok- 
ing unemployed! Per dollar of tax re- 
fund, such tax relief was difficult to 
administer, and partly for this reason 
the provision was repealed in 1958. It 
appears that some of the aged were re- 
selling their tobacco at a profit. At- 
tempts to inject justice into the tobacco 
tax are not likely to be effective. 

(d) Liquor. — Liquor taxation, 
though heavy in Britain,’ does not raise 

67 The excise duty represents 24s. 7d. in the price 


of a bottle of whiskey selling at retail for 37s. 6d. 
Brittain, op. cit., p. 87. 
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the equity issue in so sharp a manner, 
since its sumptuary aspects are obvious. 
At least this is so with respect to dis- 
tilled spirits. Beer, on the other hand, 
which also bears a substantial tax, poses 
rather the same problem of equity as 
cigarettes. It also illustrates a factitious 
force shaping the modern tax system: 
the cost-of-living index. Owing to the 
weights used, and the _ respective 
amounts spent, a unit decrease in the 
index can be achieved by a reduction 
in the beer tax with only half the loss 
to the Treasury that would result if the 
same decrease were achieved through a 
reduction of the tax on tobacco.® 

The 1959 decrease in the beer tax, 
which came as a surprise,°* was praised 
in Parliament on the grounds that “ the 
import content of beer, unlike petrol or 
tobacco, is very small.” This argu- 
ment tends to make the tax system the 
servant of trade policy, and perhaps not 
the best kind of trade policy. 

(e) Purchase Tax.—Taxation of the 
necessaries of life probably causes more 
tax tension in Britain than any phase of 
the income tax; at least this impression 
can be gained by a reading of the Parlia- 
mentary debates." That this is so is not 
surprising, in view of the long history 
of opposition to such taxation in Brit- 
ain, first on grounds of compassion, 
then, as the economic theories of the 
eighteenth century developed, from 


68 See remarks by Mr. Dalton and the Chancellor 
of the Exchequer, in Weekly Hansard, 1959, No. 
452, col. 247. 


69 A. R. Ilersic, “‘ The Budget, 1959—Problems and 
Prospects,” British Tax Review, March, 1959, 19, 
and “ The Budget,” loc. cit., April, 1959, 81, 84. 


70 Mr. Maudling, Weekly Hansard, 1959, No. 452, 
col. 236. 


71 See, e.g., Weekly Hansard, 1959, No. 457, cols. 
1067 ff. 
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fear that wages would have to rise cor- 
respondingly, threatening Britain’s place 
in world markets.” 

In World War II a Purchase Tax was 
introduced at the wholesale level, viz., 
a tax on purchases by retailers. It was 
designed to help check consumer spend- 
ing, and it has persisted to the present 
day. A series of rates, which has varied 
in number from two to seven, applies 
each to a long list of specified articles, 
the rates in some instances varying with 
the price of the article.“* At present 
the rates are 50 per cent, 25 per cent, 
12'4 per cent, and § per cent, the last 
rate covering a number of necessaries, 
including shoes and clothing (except for 
small children) ,“* furniture, and kitchen 


utensils. Thus the tax reaches, indi- 


rectly, the roughly 6 million out of the 
231% million employed who are not in- 
come tax payers,”° as well as elderly per- 


sons and others not employed. 

The Labour Party’s view is that tax 
equity is better served by removing a 
tax that strikes everyone, the 5 per cent 
ate (on wholesale price) of the Pur- 
chase Tax, than a tax like that on beer 
which reaches only a part, though a 
considerable part, of the populace.*® 
The burden of the 5 per cent tax on any- 
one with a very low income, especially 
elderly persons, and on large families, is 
considered much more objectionable 
socially than the burden distributed on 


72 See Shoup, Ricardo on Taxation, 225-26, and 
references there cited. 


73 John F. Due, Sales Taxation, 202, 205. In 1943, 
the rate differentiation was marked: 100 per cent top 
rate, no tax at all on “utility” clothing, shoes and 
furniture. Ibid., 203. 


74 Appfoximately, children under 14. 
Hansard, 1959, No. 457, col. 1106. 


75 Weekly Hansard, 1959, No. 457, col. 1084. 
76 Tbid., col. 1068. 


Weekly 
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what might be viewed as an irrelevant 
test, e.g., beer drinking. 

The Purchase Tax is criticised on 
‘industrial” as well as “social” 
grounds: a depressed textile industry is 
represented as being unfairly treated by 
a § per cent tax on its output.“’ These 
“industrial” complaints carry great 
weight in Britain; protests from the 
textile industry in 1952-55 were pri- 
marily responsible for abandoning a de- 
vice that has much to recommend it 
from the standpoint of equity, namely, 
restriction of the tax to that part of 
the sales price above a certain minimum, 
the minimum, of course, differing with 
each article."* In general, the industries 
directly affected by the Purchase Tax 
probably dislike it as much as do the 
consumers. 

Still, it is easy to exaggerate the dif- 
ference between the two Parties on the 
Purchase Tax. In the 1959 election 
campaign the Labour Party made no 
promise to repeal the tax, or even to re- 
duce it greatly. The Party’s postwar 
record includes a number of sharp in- 
creases in rates.*? The chief difference 
is that the Labour Party is more in- 
clined to higher rates on a narrower 
range of commodities. 

The Conservative Party says little 
that supports the fear sometimes ex- 
pressed by Labour that the ultimate aim 
of their opponents is to transform the 
Purchase Tax into a single-rate general 
sales tax.8° Moreover, the Purchase 
Tax exempts food entirely, and also 
fuel, books, young children’s garments 


c 


77 Weekly Hansard, 1959, No. 457, cols. 1071, 
1084. 


78 The so-called ‘ D-scheme,” 
See Due, op. cit., 220-24. 


79 Ibid., 204-205. 
80 Weekly Hansard, 1959, No. 457, col. 1070. 


D for Deduction. 
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and footwear, certain household goods, 
most tissues and fabrics, cooking stoves, 
certain essential or non-proprietary 
drugs and medicines, and most goods 
subject to excise duties or revenue cus- 
toms duties. All services, including 
those by public utilities, are exempt.* 
The tax does not apply to exports or to 
business goods (capital goods, raw ma- 
terials). 

A yield of £500 million is not easy 
to replace, but a Party dedicated to 
sweeping tax reform in the interests of 
the very lowest income groups could 
probably find a workable method of 
dispensing with at least the 5 per cent 
rate, yielding £55 million,®* and the 
12% per cent rate; ** an increase in the 
income tax could make good the reve- 
nue loss. 

A tax of the Purchase-Tax type, enu- 
merating the taxed articles and group- 
ing them under varying tax rates, en- 


courages a sort of bickering, or fussing, 


carrying a _ considerable emotional 
charge, that is largely absent in debate 
on the income tax. It invites proposals 
to exempt this or that particular item 
within a group: although clothing may 
remain taxed, is it not reasonable to 
exempt the new flame-resistant clothing 
for children,™ protective clothing worn 
by stevedores,®° and children’s reins 
(safety belts are exempt)? *** If 

81 Due, op. cit., 206; and The British System of 
Taxation. 

82 Weekly Hansard, 1959, No. 457, cols. 1091-1108. 


83 The 12% per cent rate applies, inter alia, to 
carpets, crockery, cutlery, wall paper, and hand-oper- 
ated domestic appliances. Ibid., col. 1128. 


84 Thid., cols. 1096, 1156-57 (in this and the fol- 
lowing notes, the column references are not exhaus- 
tive). 


85 Tbid., col. 1099. 
86 Tbid., col. 1102. 


87 Idem, “Last year . 
col. 1125-26. 


Ibid., 


+ quite certain.” 
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books are exempt, why should grama- 
phone records be taxed?®* Why tax 
sports equipment,* bicycles,®° station- 
ery,*’ musical instruments,” and fisher- 
men’s gear? *° 

(f) Motor Vehicle Duties and Motor 
Fuel Taxes—In marked contrast to 
practice in most of the states of the 
United States, Great Britain makes no 
effort to vary its annual license charge 
for passenger cars (non-business) ac- 
cording to weight or value. All private 
passenger cars pay the same flat sum of 
£12 10s., a year. The flat-sum tax, in- 
troduced in 1947 for new cars, and in 
1953 for all cars, was regarded as a con- 
siderable improvement over the prior 
tax based on horsepower (25s. per 
horsepower). Trucks are taxed ac- 
cording to weight, and taxis and buses, 
by seating capacity.™ 

Motor fuel for road vehicles pays tax 
at 2s. 6d. the imperial gallon, whether 
aviation gasoline, ordinary gasoline, or 
diesel oil.** The yield of the “ hydro- 
carbon oils” tax falls between those of 
the tax on beer and the tax on tobacco. 


Il, FAMILY INCOME 


Tax differentials among persons of 
varying family status are not easily 
tested in terms of equals and unequals, 
and they are capable of creating tax 
tension no matter what pattern of dif- 


88 Tbid., col. 1132 (‘beer before Beethoven,” ibid., 
col. 1168). 


89 Tbid., col. 1108. 
90 Tbid., col. 
91 Thid., col. 
92 Tbid., col. 
93 Ibid., col. 1189. 

94 The British System of Taxation, p. 24. 


1162. 
1167. 
1171. 


95“ Heavy oils other than those used as fuel in 
road vehicles have been relieved of all or part of the 
duty by means of a rebate system.” Ibid., p. 31. 
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ferentials is adopted. Even in Britain 
some concern has arisen on this score. 

1. Differing Treatment by Income 
Groups.—In principle, the husband in 
Great Britain is responsible for income 
tax computed on the total of family in- 
come; thus the British system is one of 
compulsory joint returns. To this, a 
significant exception has developed over 
the years, along income-class lines. 
Wives in the lower income classes are 
encouraged by the income tax provi- 
sions to seek paid work outside the 
home; wives in the upper income classes 
are discouraged from doing so. The di- 
viding line is marked by the point on 
the income scale where the surtax rates 
begin; below that level, only income 
tax applies; above that level, both sur- 
tax and income tax apply, and for sur- 
tax purposes the wife’s income, both 
earned and unearned, is aggregated with 
the husband’s. 

A wife can earn up to £180 a year 
exempt from income tax (not surtax), 
since the law grants the husband, in 
whose total income the wife’s earnings 
are included, an allowance of 7/9ths of 
the wife’s earned income, or £140, 
whichever is less. This allowance is 
added to the 2/9ths allowance on earned 
income generally. 

Beyond the £180 level, the wife’s 
earnings are taxed under income tax as 
those of a separate taxpayer. Thus she 
gets the 2/9ths earned income relief on 
that part of the earnings above £180, 
and also the benefit of the substandard 
tax rates of income tax, starting at 834 
per cent on the first £60, and moving 
gradually up to the standard rate, now 
3834 per cent. But again, if the 

96 Under the Finance Act, 1959, the standard rate 
is 7s. 9d. in the £. The reduced rates of tax are: 


First 60, 834 per cent (1s. 9d. in the £.) 
Next 150, 2114 per cent (4s. 3d. in the £.) 
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family is in the surtax range, this relief 
is of relatively little moment. 

In contrast, for the family subject 
only to income tax, the tax bill will in 
most cases be less if the wife works out- 
side the home for pay than if the hus- 
band earns the same amount by work- 
ing overtime.” 

2. Work Incentives in the Upper In- 
come Levels.—Evidence is accumulating 
that a significant number of professional 
women are refusing jobs, or rationing 
their work, because of the heavy mar- 
ginal tax.*® 

3. Secret Divorces.—If the wife has 
income of her own from property, or 
earnings, it pays the high-income couple 
handsomely to dissolve their marriage. 
A few cases of this have been uncovered 
in recent years; man and wife continue 
to live together as before, and only the 
Inland Revenue (and the counsel and 
court) know that they have in fact 


been divorced.®® Whether this practice 
has been extended to the point of stag- 





Next 150, 31% per cent (6s. 3d. in the £.) 


The standard rate thus applies to the slice of income 
in excess of £360. For a summary of the income 
tax provisions of the Finance Act of 1959, see James 
S. Heaton, “Income and Profits Tax Provisions in 
the Finance Act,” British Tax Review, May-June, 
1959, 


97 See, in general, Hebe G. S. Plunkett, ‘* The Tax- 
ation of Married Women,” in three parts, British Tax 
Review, June, September, and December, 1957. 


98 See the results of the inquiry made by the Brit- 
ish Federation of University Women, cited by G. S. A. 
Wheatcroft, “ Earned Income of a Married Woman,” 
British Tax ‘Review, September, 1959, and the tax 
table computed by Wheatcroft. Also see statement 
by Brigadier O. L. Prior-Palmer, Weekly Hansard, 
No. 452, col. 109: “. .. hundreds of letters from 
people all over the country, quoting specific cases of 
brilliant women who were happy in their job of lec- 
turing, or whatever it was, but who said to them- 
selves, on getting married, ‘ This is not on; I just 
cannot afford it.’” 


99 National Marriage Guidance Council, Statement, 
Document No. 20, submitted to Royal Commission 
on Taxation of Profits and Income, p. 3. 
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ing fake marriages, followed by genuine 
family life, is not known to the present 
writer. 

4. Nest Eggs.—Even in the lower in- 
come levels, the aggregation rule has 
given rise to family difficulties. In 1951 
the income tax law was amended to 
provide that all banks should report to 
Inland Revenue the payment of more 
than £15 a year in interest to any one 
person. Inland Revenue found that it 
was getting information on thousands 
of families where no such item of in- 
come had been reported on the return. 
The income tax return that is filed, we 
must remember, is in the husband’s 
name. Polite letters of inquiry were 
then mailed out to the husbands. One 
informant has the impression that the 
resulting revelation, to the heads of 
household, of the extent to which secret 
female nest eggs had been built up out 
of household allowances, caused many a 


British home to sway slightly on its 
foundations. 


§. Refund to Husband.—Another 
indignity to British womanhood is the 
rule that any refund of income tax on 
the wife’s income is paid, not to her, but 
to her husband. The only exception is 
when the couple have claimed their 
right to what is called separate assess- 
ment. Under separate assessment, the 
aggregate family tax bill is unchanged, 
but two tax bills are sent on a pro rata 
basis, one to the husband and one to 
the wife. To achieve such status, hus- 
band and wife must of course become 
fully acquainted with each other’s in- 
comes, so that they can reach agree- 
ment with Inland Revenue on the pro 
rating of the tax liability. The refund- 
to-husband rule provided an occasion 
for Marie Stopes to demonstrate her 
scorn for wrong-headed authority, but 
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her assault *° did not force a general 
retreat by Inland Revenue. 


IV. SAVED INCOME 


As with family differentials, the dis- 
tinction between income saved and in- 
come spent embraces much more than 
the usual ideas behind the concepts, 
equals and unequals. In Great Britain, 
as in the United States, no settled policy 
has emerged. 

1. Corporation.—The issue has been 
dealt with partly on the corporate level. 
Before 1938, the corporate income tax 
in Britain was a collection-at-source de- 
vice for income tax on individual share- 
holders; so far as income was not paid 
out in dividends, it amounted to an un- 
distributed profits tax. To this was 
added, by the Finance Act of 1937, a 
flat rate tax on all business profits (5 per 
cent on corporations, 4 per cent on 
others), which, after the war, became 
transformed into a split-rate tax (re- 
stricted to corporations) that distin- 
guished between profits retained and 
profits distributed. By 1957-58 the rate 
differential had become very sharp in- 
deed: 30 per cent on profits distributed 
as dividends, and only 3 per cent on 
profits retained by the corporation. In 
the next year, in the Finance Act of 
1958, the split-rate tax was replaced by 
a straight 10 per cent tax on all corpo- 
rate profits, distributed or undistrib- 
uted. In his April, 1960 Budget 
Speech, the Chancellor asked that the 
rate be raised to 124 per cent.'© 

100“ Finally a special representative from Somerset 
House came to see me. He entered my room wring- 
ing his hands and saying, ‘My dear young lady, if 
everybody behaved like this we should not be able to 
do our work.’” Memorandum by Marie C. Stopes, 


Document No. 164, 42, submitted to Royal Commis- 
sion on Taxation of Profits and Income, p. 3. 


101 The British System of Taxation, p. 19. See 


also John E. Talbot, “ The Budget and Finance Bill,” 
British Tax Review, June, 1958, 114-17. 
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2. Individuals.—As to income saved 
by individuals, Britain has faced the 
same problem as the United States: what 
to do, when some kinds of saving are 
given favored tax treatment, others not, 
while the community is apparently un- 
willing to move frankly to the basis of 
taxing only income that is spent on con- 
sumption? 

For many years, in Great Britain, ap- 
proved pension plans and retirement 
allowances have been given preferential 
treatment. Prior to 1947, there was 
little obstacle in the law to creation of 
lavish pension plans (‘‘‘ top hat’ pen- 
sion schemes”). Civil Service pension 
arrangements, as well as business pen- 
sion arrangements, allow for commuta- 
tion of a substantial part of a pension 
payment in the form of a completely 
tax-free lump-sum.’ Income devoted 
to payment of premiums on life in- 
surance policies has also been tax- 
favored, as explained in Section II, 1, 
(a), (i), (4) above. Following the 
recommendations of the Tucker Com- 
mittee’s Second Report, the 1956 Fi- 
nance Act introduced a provision allow- 
ing individuals not covered by a retire- 
ment plan under which someone else 
contributed part or all of the premiums, 
to deduct limited amounts of annuity 
premiums in computing income subject 
to income tax and surtax. The premi- 
ums must be paid to purchase a non- 
surrenderable, non-negotiable, non- as- 
signable deferred annuity commencing, 
normally, between ages sixty and 
seventy. In addition, insurance com- 

102 Weekly Hansard, 1960, No. 485, col. 63. Sec. 
67, Finance Act, 1960. 


103 See Report of the Committee on the Taxation 
Treatment of Provisions for Retirement, February, 
1954, Cmd. 9063 (‘‘ Second Tucker Committee Re- 
port”), passim; RC-FR, 22-24; ‘“ Correspondent,” 
loc. cit., 1017. 
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panies’ funds for this class of business 
are accumulated free of tax. On the 
other hand, the annuity itself is wholly 
taxable when received (but as “ earned 
income ”’) 1% 

Developments such as this are not 
quite compatible with retention of the 
earned income credit, whereby income 
from non-capital sources—salaries and 
wages—is given tax relief compared 
with income from property, for prop- 
erty, at one time or another, was of 
course accumulated by virtue of some- 
one’s having saved. On the other hand, 
old-age benefits are non-taxable. 

The resulting mosaic-type of treat- 
ment for saved income faces the mini- 
mizing taxpayer with choices, the rela- 
tive benefits of which are often 


extremely difficult to evaluate: for ex- 
ample, the choice between purchasing a 
deferred annuity that will obtain the 
kind of relief granted under the 1956 


Finance Act, and an endowment in- 
surance policy that carries much more 
limited deduction of insurance premiums 
paid, but is granted return of capital 
tax-free.’°* Much the same internal in- 
consistency in the treatment of saved 
income is found in the Federal income 
tax law. In both countries, the legis- 
lature, acting for the community, re- 
veals an inability to make up its mind 
whether it really desires to distinguish 
between saving and consumption, and, 
if so, how. And, since a large propor- 
tion of income saved is usually a charac- 
teristic of large incomes, these favors to 
savings may be in part simply indirect 
ways of mitigating the pressure of the 
higher rates of surtax. 

104 See Gordon A. Hoskins, “t Retirement Benefit 


Contracts under the Finance Act, 1956,” British Tax 
Review, March, 1959, 42-51. 


105 Hoskins, loc. cit., 48-52. 
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V. OTHER SOURCES OF POSSIBLE 
TENSION 


Some other, but less important, 
sources of possible tax tension are those 
consequent upon inflation, with its in- 
evitable warping of the income tax 
system, those that result from favoring 
old age at the expense, particularly, of 
youth; and those that are always found 
in a society that depends heavily upon 
local initiative in government. 

1. Inflation.—The difficulties caused 
by inflation have now in large part been 
dissipated by the passage of time. De- 
preciation on a current-cost basis rather 
than on historical cost is becoming a less 
important goal to business firms as most 
of their pre-war or pre-inflation assets 
are being replaced by plant and equip- 
ment purchased at the new high price 
level. Inventories must be valued in 
Britain on the traditional first-in first- 
out basis, but again, with a levelling-off 
of the rise in prices, the demands for 
last-in first-out inventory accounting 
are decreasing. 

On the other hand, the continually 
falling real value of a fixed money 
amount of personal exemption, and the 
similar distortion of the progressive rate 
scale, have been offset only to a limited 
degree by changes in the absolute 
amounts and brackets stipulated in the 
law.2% 

A definite casualty of inflation has 
been the scheme for postwar credits. 
In 1941, the personal income tax ex- 
emptions and the earned-income relief 
were reduced; and the added tax pay- 
able because of these measures was 
called, in effect, a forced loan bearing 
no interest, repayable after the war. 


106 See the remarks in Weekly Hansard, 1959, No. 
452, col. 123. 
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As it turned out, repayment was post- 
poned until the taxpayer reached age 
65 (60, for women).’ In 1959 the 
entitling ages were reduced to 63 and 
58, respectively; and interest will be 
paid at 2% per cent annually from 
October 1, 1959; the interest will be 
tax-free."°* The 1960 Budget Speech 
proposed repayment to those suffering 
certain hardships with respect to sick- 
ness, war or industrial injury or dis- 
ablement and to all widows.’ Despite 
these recent ameliorations, disillusion- 
ment with the war-time promise must 
now be wide-spread, if indeed it was 
ever accepted as meaning prompt re- 
payment in full upon the end of the 
war. Repayment has been recently at 
the rate of £1744 million a year. “ Of 
the original total of about £765 million 
of credits, about £25 million has been 
set off against tax arrears and £310 
million has been repaid, leaving some 
£430 million outstanding.” "°° The 
Chancellor of the Exchequer added that 
“While inflation persisted no Govern- 
ment has felt able to accelerate the rate 
of repayment.” 1"! Justice, of course, 
would call for more “ acceleration,” the 
greater the rate of inflation. 

2. Youth versus Old Age.—Old age 
is by now relatively tax-free, compared 
with youth, both in Britain and the 
United States. We have our double ex- 

107 Payments were also made to beneficiaries of 
persons who would have reached those ages. Begin- 
ning in 1959, repayment is to be made immediately 


upon death. Three categories of “hardship” cases 
are also to be paid forthwith. 


108 See James S. Heaton, “ Income Tax and Profits 
Tax Provisions in the Finance Act,” British Tax Re- 
view, May, 1959, pp. 167-69. 

109 Weekly Hansard, 1960, No. 485, col. 62. 

110 Chancellor of the Exchequer, Mr. Derick Heath- 
coat Amory, April 7, 1959, Weekly Hansard, 1959, 
No. 452, col. 62. 


111 Jbid., col. 61. 
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emptions for those over 65, and other 
devices; Britain has her “age relief,” 
but no “youth relief.” The relief 
granted to the aged in the Finance Act 
of 1957 has “ no moral justification,” in 
the opinion of a high policy official of 
the Treasury; against this view may be 
set the impact of inflation on the re- 
stricted incomes of the aged. In any 
event, discrimination against youth in 
favor of age will probably generate little 
social tension, since, with luck, and 
steadiness of tax policy, everyone has a 
fair prospect of obtaining the relief. 
3. Decentralization of Government— 
Britain does not have quite the fiscal 
problems of harmonizing central and 
local needs and abilities that the United 
States encounters, given the absence of 
a federal system. Still, local initiative 
in Britain is strong, and is encouraged. 
One consequence is that localities in 
Britain, as in Germany and the United 
States (but not in France) impose an 
annual real estate tax at rates that are 
heavy, even when computed on a true- 
value base. In the prewar and war 
years, property was assessed at widely 
varying ratios to market value, with 
consequent discrimination among per- 
sons within a given community. Dis- 
tribution of central-government grants 
was warped when the formulae included 
the locality’s ability to raise its own 
revenue as measured by the aggregated 
assessed value of the local tax base. The 
disparities provoked so much tension 
that shortly after the war Britain took 
the step, unprecedented in the history 
of similar highly developed complex 
economies that prize local initiative, of 
removing the assessing function com- 
pletely from the local tax officials, and 
turning it over to Inland Revenue with 
instructions to make a thoroughgoing 
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reappraisal of all ratable properties in 
the United Kingdom. For a while it 
appeared that the task might be too 
great a one even for that body, but at 
last most of the revised values have been 
determined, and centralized assessment is 
evidently destined to endure. Dis- 
crimination among types of property 
still exists by law: agricultural land and 
buildings (except dwellings) are com- 
pletely exempt from the local real estate 
tax (“rates”); most industrial and 
transport properties are 75 per cent ex- 
empt; and private houses are valued at 
1939 rentals.’ 

4. Stamp Taxes.—Irritation is per- 
haps a better word than tension to de- 
scribe the business community’s attitude 
toward the centuries-old system of 
stamp taxes. This list “ fills over eleven 
pages of the Annual Report of the Com- 
missioners of Inland Revenue but pro- 
duces little more than one per cent of 
the total tax revenue.” 14° A large num- 
ber of the stamp duties could be re- 
pealed without appreciable loss in 
revenue, for, of the £63 million col- 
lected under this head in 1956-57, £25 
million came from the stamp tax on 
transfer of stocks, shares, and deben- 
tures, and another £16 million from 
land and property transactions." 


VI. LOW TENSION IN BRITAIN 


A good many reasons have been 
offered above for expecting to find tax 
tension in Great Britain, a country in 
which the central government’s tax 
revenue alone amounts to rather more 


112 See Alan Williams, “ The Finance of Local Gov- 
ernment in England and Wales since 1948,” National 
Tax Journal, December, 1958, March, 1959, and 
June, 1959. 


113 Midland Bank Review, May, 1959, 3-7. 


114 The British System of Taxation, p. 23. The 
rate of tax on transfer of shares is 2 per cent (chari- 
ties, 1 per cent), on each purchase. 





No. 1] 


than one-quarter of the gross national 
product.’*> In fact, however, there is 
little evidence of tension.“® The fol- 
lowing paragraphs suggest an explana- 
tion for this paradox. 

1. Parliamentary System of Govern- 
ment.—Britain’s parliamentary system 
of government allows the leaders of the 
party in power to formulate a program 
of tax changes with assurance that it 
will be voted into law virtually as 
planned. Party discipline and Parlia- 
ment’s self-denying rules of procedure 
see to it that the program is not 
fundamentally altered by amendments 
or swept aside by a coalition bent 
on achieving basically different aims. 
This assurance ecnourages year-by-year 
changes in the tax system.’™7 In the 
United States the executive hesitates to 
press for tax reform and Congress is 
reluctant to initiate such legislation, for 
no one can forsee the result, as the tax 


bill travels the long road of two com- 
mittee hearings and two debates in the 


House and Senate. Frequent changes 
in the tax system, if made after careful 
study and in a consistent pattern, are 
safeguards against mounting tax ten- 
sion. Rapid economic and social 
changes and alterations in the govern- 
ment’s fiscal needs can be met by ap- 
propriate tax legislation. Of course, 
stability in a tax structure has values of 
its own, but not when it reflects 

115 Tbid., p. 7, gives the figure 26.4 per cent for 
1956 (£4,791 million central tax revenue, exclusive 
of National Insurance contributions of £642 million 
against a gross national product of £18,119 million). 


In addition, local authorities raised £551 million from 
the sole local tax, the “ rates” (real estate tax). 


116 See Section I above. 


117 The income tax expires each April Sth and 
must be re-imposed each year by Finance Acts; this 
provides a guarantee that it must at least come to the 
attention of Parliament annually. The British Sys- 
tem of Taxation, p. 9. 
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paralysis of will resulting from fear of 
political warfare. 

In almost every year since World War 
II the Finance Bill in Britain has 
included significant changes in the 
national tax system, designed to ac- 
comodate fiscal demands to a changing 
environment. In the United States, 
although there is much talk of tax re- 
form, significant legislation has ma- 
terialized only at intervals of three or 
four years or more. 

The parliamentary system is especi- 
ally useful in allowing the tax system to 
be adapted to varying business condi- 
tions. Thus a resumption or a recision 
of investment allowances (explained be- 
low), can be proposed in the knowledge 
that it will not unleash parliamentary 
forces that may produce legislation dia- 
metrically opposite to that planned. An 
increase of tax rates, or a lowering, to 
counteract inflation or depression, can 
be formulated and presented with as- 
surance that it will not provoke a par- 
liamentary deadlock over distribution 
of the burdens or benefits among in- 
come classes or geographic groups. 
Accordingly, Britain has varied her tax 
system almost every year, in the light 
of balance-of-payment difficulties, in- 
ternal price-level changes, and degree of 
unemployment, while in the United 
States it is fair to say that no tax meas- 
ures have been initiated and voted for 
macro-economic purposes since the war 
in Korea.1!® The annual budget speech 
of the Chancellor of the Exchequer, and 
the contributions by the Financial Secre- 
tary to the Treasury on the floor of the 
House contain a strong element of con- 
sistent, informed, economic analysis of 


118 See Carl S. Shoup, “ Taxation and Fiscal Pol- 
icy,” Proceedings, National Tax Conference, 1959 
(National Tax Association), 186-94. 
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the effects of the tax system on current 
economic conditions that has no parallel 
in the annual budget speech of the Presi- 
dent of the United States or in the 
testimony of the Secretary of the Treas- 
ury before the Ways and Means Com- 
mittee of the House or the Senate 
Finance Committee.’!® Some analysis 
of this kind is found in the reports of 
the Joint Economic Committee, a com- 
mittee, however, that has no power to 
initiate legislation. 

British tax policy is made even more 
flexible by the device of the “ statutory 
instrument,” by means of which the 
Treasury, or the Board of Trade, may 
change taxes, within certain statutory 
limits. The “‘ order ” making the change 
must be confirmed by the House of 
Commons, if a tax or duty is imposed 
or increased. But if the change is a 
reduction, it stands unless annulled by 
the House. Thus the Treasury, on 
recommendation of the Board of Trade, 
may vary the protective duties. ‘“ The 
Treasury also has power to impose pur- 
chase tax at existing rates on new classes 
of goods, to exempt goods from pur- 
chase tax, or to transfer goods from one 
existing rate to another.” !”° 

2. Tax Policy of the Major Parties. 
—Throughout the postwar period the 
Labour Party has shown relatively little 
interest in tax reform. The Party’s plat- 
form in the 1959 campaign contained 


119 Since the autumn of 1947, the Chancellor of 
the Exchequer has been “specifically charged with 
responsibility for co-ordinating functions in the field 
of economic affairs,” and this has ‘enabled one 
Minister—the Chancellor of the Exchequer—to bring 
together the main intruments to determine the direc- 
tion of Britain’s economic policy.” Central Office of 
Information, The British System of Taxation, p. 2. 
No such responsibility is lodged :in either the Treas- 
ury or the Bureau of the Budget in the United States. 


120 [bid., p. 9. 
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only the following references to this 
subject: 

‘Labour will end the Cinema Enter- 
tainments Duty.’ 

*. . . we shall change the tax system 
to deal with the tax-dodgers and limit 
tax-free benefits. These benefits are now 
so extensive and lavish that the ordinary 
wage or salary earner who has no access 
to them pays more than his fair share of 
taxation. 

“In particular: 

“© (1) We shall deal with the busi- 
nessman’s expense account racket and 
the tax-free compensation paid to direc- 
tors on loss of office; 

** (2) We shall tax the huge capital 
gains made on the Stock Exchange and 
elsewhere; 

(3) We shall block other loop- 
holes in the tax law including those 
which lead to the avoidance of death 
duties and surtax.... 

“Our tax policy will be directed 
towards helping industry to mechanise, 
modernise and expand and make a 
maximum of contribution to ex- 
ports.” 1%? 

This platform, it may be noted, did 
not specify how the “ expense account 
racket ” could in fact be controlled any 
more than it was. A gift tax was not 
offered as part of the plan to check 
avoidance of the death duties. 

On the other hand, the platform pre- 
sented at length a pledge of increased 
old-age pensions, widows’ pensions, edu- 
cation, housing, health services, and pro- 

121 Jn his 1960 Budget Speech the Tory Chancel- 
lor of the Exchequer proposed this measure. Weekly 


Hansard, 1960, No. 485, col. 54. See Finance Act, 
1960, Sec. 4. 

122 Britain belongs to you: The Labour Party’s 
policy for consideration by the British People, Gen- 
eral Election, —Thursday 8 October 1959,” published 
by the Labour Party, Smith Square (London), S.W.1., 
4 pp. 





No. 1] 


vision for enjoyment of sport, the arts, 
and the countryside. The tone was one 
of redistribution of income through 
transfer payments rather than through 
taxation. Perhaps this was unwise, in 
the light of the election results, but 
there is little or no evidence that the 
Labour Party overestimated the electo- 
rate’s lack of interest in tax reform. 
Full employment has been the chief 
goal since 1946. To achieve it, Labour 
has supported tax relief to business, as 
hinted in the platform above. Specific- 
ally, Labour approved of the split-rate 
of the corporation profits tax, in force 
to 1958, that encouraged retention of 
earnings, and has wholeheartedly backed 
certain tax incentives to investment so 
extreme that they would stand no 
chance in the United States House of 
Representatives or Senate. Most nota- 
ble are the “investment allowances,” 


whereby depreciation on certain types 
of new capital investment is permitted 
to an amount beyond 100 per cent of 
the cost.'*? The additional depreciation 
is available as a deduction in the first 


year of the asset’s life. This particu- 
lar tax relief has been turned on and 
off, by legislation, partly in accordance 
with the business cycle. It was intro- 
duced by the Finance Act, 1954; was 
withdrawn for assets purchased after 
February 17, 1956 (with a few excep- 
tions), when inflation threatened; and 
was reintroduced by the Finance Act, 
1959. “Initial allowances,” which have 
also been approved by Labour, were in- 
troduced by a Tory Government in 

123 In the debate on the Budget Speech of April, 
1959, Gaitskell and Wilson, for the Labour Party, 
approved the Chancellor’s proposal for reinstituting 
the investment allowances (Weekly Hansard, 1959, 
No. 452, cols. 77 and 210, respectively). Wilson 
urged discriminating use of the allowance among in- 


dustries, and gave priority to stimulating investment, 
over de-restricting hire-purchase (ibid., col. 234). 
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1945, effective from April, 1946. These 
allowances are a form of accelerated de- 
preciation. The amounts involved un- 
der investment allowances and initial 
allowances are substantial. Thus in 1959 
industrial buildings were granted, in ad- 
dition to the normal depreciation of 2 
per cent, an investment allowance of 
10 per cent, and an initial allowance of 
§ per cent: a building can be depreci- 
ated to 110 per cent of its cost, and 17 
points of this 110 can be deducted in 
the first year. The 1959 provisions re- 
placed an initial allowance of 15 per 
cent and an investment allowance of 
zero.'*4 

However, the Labour Party occasion- 
ally reaches a limit in its willingness to 
grant relief to business income; in 1959 
it would have preferred repeal of the 5 
per cent rate of the Purchase Tax to 
reduction of the income tax rates on 
corporate profits, considering that in- 
vestment allowances were also being 
granted.’ 

When pressing for liberalization of 
the varied “ personal reliefs” under the 
income tax (personal allowances), the 
Labour representatives in Parliament 
have not restricted themselves to meas- 
ures that would concentrate relief at the 
lower end of the income scale. Thus in 
the debate on the 1959 Finance Bill, 
they advocated: 1) an increase in the 
relief granted on account of a depend- 
ent relative, from £60 to £75; 2) an 
increase in the allowance for maintain- 
ing a housekeeper, from £60 to £75; 18 

124 Weekly Hansard, 1959, No. 457, cols. 1341-42. 
For a chronology of the initial allowances and invest- 
ment allowances, see James S. Heaton, “ Income Tax 


and Profits Tax Provisions in the Finance Act,” Brif- 
ish Tax Review, May, 1959, pp. 158-59. 


125 [hid., col. 1111, Mr. Jay. 


126 Items (1) and (2) were proposed by the Tory 
Chancellor of the Exchequer in his Budget Speech of 
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3) a widening of the lowest-rate bracket 
from £60 to £100; 4) an increase in the 
earned income allowance on incomes not 
exceeding £1,000, from 2/9 to 1/4 (the 
extra relief to taper off in a narrow 
range above £1,000); 5) an increase in 
allowances on account of dependent 
children from £100, £125, and £150 
(depending on the age of child) *** to 
£125, £150, and £175, respectively; and 
6) extension of the small-incomes relief 
at the 2/9 rate to those with incomes 
from £300 to £350.71 Only measures 
1), 4), and 6) would not grant relief to 
taxpayers of middle and high incomes; 
and much of the revenue loss from 
items 3) and 5) would certainly repre- 
sent relief to those groups.!”* This at- 
titude on the part of the Labour Party 
in Parliament may be commendable; the 
point to be made here is that, if Labour’s 
tax technicians had wanted to identify 
the Party more closely with low-income 
taxpayers, they could easily have pro- 
posed, for the same potential revenue 
loss, changes in the personal reliefs that 
would have benefited only those tax- 
payers. 

The Conservative Party has shown 
more interest than the Labour Party in 
technical measures of tax reform. Yet 
after eight years of Conservative Gov- 
ernment, the top bracket of the income 
tax carried a rate of 92% per cent 
(42% per cent standard rate plus 50 
per cent surtax rate), lowered only to 





April, 1960. Weekly Hansard, 1960, No. 485, col. 
61. See Finance Act, 1960, Sec. 18. 


127 Up to 11; 12-15; and aged 16 and over and 
receiving full-time education. The British System of 
Taxation, p. 16. 


128 Weekly Hansard, 1959, No. 457, cols. 1256- 
1341. 


129 For technical details, see Taxation in the United 
Kingdom, 362-69. 
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8834, per cent by a reduction of the 
standard rate, in 1959.1°° Surtax rates 
in 1959 were somewhat higher than in 
1945; and in real terms, allowing for 
monetary depreciation, they were much 
higher.** To be sure, limited sig- 
nificance attaches to these top-rate 
figures in view of exemption of capital 
gains, and the loopholes described above. 
After all, the marginal rate in the 
United States goes as high as 91 per 
cent. 

In both countries, the income tax is 
liberally supplied with escape hatches 
for the astute taxpayer. The remark- 
able aspect of the British scene is that 
neither political party has seemed 
greatly perturbed over this tax dead- 
lock, or, to use a less tension-loaded 
word, tax standstill. Taxpayers with 
high incomes have evidently long since 
decided that it is more to their ad- 
vantage to operate under a high-rate, 
loosely knit system than to trade it for 
a tightly defined tax base with lower 
rates. Who can say how long the lower 
rates would persist? Moreover, income 
tax rates do not go above 100 per cent, 
but there is no limit to the discovery 
and use of loopholes.’*? As for the low- 
income taxpayers, or their representa- 
tives in Parliament, a certain failure to 
understand the significance and extent 
of tax avoiding devices is at the root of 
an unwillingness to press for such a 


130 See Brudno and Bower, Taxation in the United 
Kingdom, pp. 368, 374; and James S. Heaton, “ In- 
come Tax and Profits Tax Provisions in the Finance 
Act,” British Tax Review, May, 1959, p. 157. 


131 G, §. A. Wheatcroft, “ Surtax Cut by Half?,” 
British Tax Review, Nov.-Dec., 1959, p. 402, and 
F. W. Paish, “* The Real Incidence of Personal Taxa- 
tion,” Lloyds Bank Review, Jan., 1957. 


132 For a vigorous advocacy of the other approach, 
lower surtax rates and fewer loopholes, see Wheat- 
croft, loc. cit. 





No. 1] 


trade. To point out to one’s constitu- 
ents the levels reached by surtax rates 
is simple enough; to explain to them 
the disappearing trick or uses of the 
seven-year covenant is quite another.*** 
A dead center is thus reached, from 
which the tax system is not likely to be 
moved until a sudden need arises for 
more revenue. This impression is 
strengthened by the post-election de- 
bate in Parliament in 1959. The 
Queen’s Speech of October 27, 1959 ** 
contained no reference to taxation, and 
in the week-long debate on the Speech, 
tax matters were mentioned only a few 
times and only in passing.*** It remains 
to be seen whether the group of pro- 
visions in the 1960 Finance Act dealing 
with tax avoidance devices signifies the 
emergence of a more severe view. 

3. The Guardian-Ward Approach to 
Income and Death Tax Administration. 
—In many respects the British tax- 
payer is treated by the Board of Inland 
Revenue much as a sympathetic but firm 
guardian might treat his ward. This 
approach is a compound of a third- 
party attitude taken by Inland Revenue 
in the perennial contest between tax- 
payer and sovereign, an encouragement 
to the taxpayer not to try to understand 
too much about the system, and a gentle 
touch in correcting wayward members 
of the tax community. These observa- 
tions do not apply to the Board of Cus- 
toms and Excise. 

(a) The Third-Party Attitude.—In 
a way that is difficult to specify, Inland 
Revenue cultivates the impression of be- 
ing in some sense an independent body 

133 Perhaps, however, Labour’s policy is beginning 


to change. Cf. Mr. Wilson, Weekly Hansard, 1959, 
No. 452, col. 225. 


134 Weekly Hansard, 1959, No. 467, cols. 48-51. 
135 Weekly Hansard, 1959, No. 467, and No. 468. 
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standing between the taxpayer and the 
Treasury, sworn to deal justly with 
both. The lengths to which Inland 
Revenue will go to preserve secrecy of 
the taxpayer’s return is one illustration. 
Statistical departments of the central 
government have at times found Inland 
Revenue not much disposed to supply 
them even with aggregate figures from 
taxpayers’ income and death tax re- 
turns. 

(b) Taxpayer Ignorance.—The Brit- 
ish income taxpayer, and, to a lesser 
degree, the taxpayer under the estate 
duty, is not encouraged to learn his own 
true tax status. He is not required to 
compute his own tax, as are most of the 
American income tax payers; he does 
not even have to compute his total in- 
come from all sources. He sends in, on 
one or more official forms, the informa- 
tion needed for the Inland Revenue au- 
thorities to compute income tax and 
surtax. Income tax (not surtax) is 
collected largely at the source. The in- 
come tax rate schedule is quite com- 
plicated, much more so than the 
American, so that a taxpayer who wishes 
to check on the accuracy of the bill that 
Inland Revenue sends him would find 
it a task to do so, even if he had all the 
summary data on his income before him. 
There is 2 mistaken impression abroad 
that the bulk of the British income tax 
is collected at the flat standard rate of 
tax; in fact, only a small proportion of 
aggregate taxable income in Britain pays 
at that rate. Thus a married woman of 
the upper income classes finds it tiresome 
to compute the marginal rate of tax that 
will be applicable to her first £100 of 
earnings, if she takes a paid position out- 
side the home. Assessment and collec- 
tion of the income tax at the standard 
rate and various graduated rates below 





36 NATIONAL TAX JOURNAL 


it is in some instances fragmented ge- 
ographically. A taxpayer living in dis- 
trict R, who owns Schedule A properties 
(e.g. farm land) in districts $, T, U, 
and V, will receive four different assess- 
ment notices and, shortly thereafter, 
four different demand notes (tax bills). 

Even the system of deduction at 
source, for the standard rate of income 
tax, has a typically British touch; wher- 
ever possible, it is combined with a dis- 
allowance of a deduction, the one off- 
setting the other, so that the tax “ col- 
lected ” at source need not. be remitted 
to the exchequer. Thus, “as part of 
the system of collection [of the standard 
rate] at source ... , no deduction is 


made for interest on borrowed money, 
patent royalties, ground rents, etc., 
from which standard rate tax may be 
deducted [by the debtor, the tenant 
etc.,] on payment [of stipulated in- 


terest, rent, etc.].”7** “ The [British] 
system [of deduction at source, other 
than on salaries and wages] differs from 
the systems commonly employed in 
Europe in that only in exceptional cases 
are deductions paid direct to the tax au- 
thorities . . . It is a curious system, but it 
works amazingly efficiently, costing the 
tax authorities practically nothing 

99 18 

However, this procedure leads to con- 
siderable complication of the task of 
computing additional tax due, under 
surtax, or rebate of tax because the tax- 
payer falls below the normal rate level 
or in the exempt class. 

Surtax is collected with a different 
time lag from that applicable to income 
tax. A partnership pays, itself, income 

136 The British System of Taxation, p. 15. 


137 N. D. Ashley, “ England,” in Le contréle fiscal, 
Cahiers de Droit Fiscal International, Vol. XXIX, 
Madrid, 1959, International Fiscal Association, pp. 
24-25. 
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tax on the profits of the partners. 

These many differences in mode of 
payment of any one person’s income tax 
are reflected in a remark made to the 
present writer by one of Britain’s lead- 
ing tax lawyers, to the effect that he had 
never troubled to ascertain the total 
amount of income tax that he had been 
charged with on the income of any one 
year. 

As to wage earners, a large propor- 
tion, perhaps about four-fifths or more, 
need file no income tax return at all. 
P.A.Y.E. (pay as you earn) takes care 
of them, through deduction at source. 
The British system of withholding in- 
come tax is more sophisticated than that 
in the United States; by means of extra 
administrative effort, and some increased 
bother to employers, the amount that 
has been withheld by the end of the 
year is made to approximate quite 
closely the total tax due for the year on 
the employee’s earnings, despite spells 
of unemployment during the year, mov- 
ing from one job to another, absence for 
illness, and so on.'** Moreover, if there 
has been even the slightest overwith- 
holding, refund is sent to the taxpayer, 
whereas if the withholding has been a 
little short, no bill is sent to the tax- 
payer unless the amount underwithheld 
is, say rather more than £2 (this by 
official custom, not by law or published 
regulation). 

(c) The Gentle Approach to the 
Wayward Taxpayer.—Inland Revenue 
employs what seems to an American ob- 
server a gentle approach to enforcement 
and prosecution, under the income tax 
and death tax. This is not to be con- 
fused with corruption or slackness; the 

138 For details, see Alan P. Murray, Income Tax 
Withholding from Wages and Salaries in Britain and 


the United States, 1960 (doctoral dissertation, Co- 
lumbia University). 
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policy of gentleness is administered care- 
fully and uniformly. 

(i) Sources of Information.—Inland 
Revenue has no authority to require a 
taxpayer to keep accounts, for income 
tax.'*® Unless fraud is alleged, inspec- 
tors have no power to visit the offices of 
a business concern to inspect its books in 
order to verify its income tax return.'*° 
Inland Revenue does have the right, 
which it exercises frequently, to ex- 
amine on business premises the P.A.Y.E. 
records, for here it is a matter of ascer- 
taining what the taxpayer is doing with 
the Queen’s own money (the withheld 
tax). Inspection is also permissible un- 
der the purchase tax, for this tax is ad- 
ministered by the Board of Excise and 
Customs. As to inspection of the rec- 


ords of third parties, such as payers, 
transferees, and brokers, the British in- 
come tax administrator reacts with a 
slight appearance of shock to an ex- 


planation of American practice, and to 
a suggestion that it be introduced in 
Britain. Of course, if a criminal pro- 
ceeding is under way, such records can 
be obtained. 

(ii) Criminal Prosecutions. — The 
criminal prosecutions themselves are 
few. Inland Revenue is anxious not to 
lose a case, and so, proceeds only when 


139 The Royal Commission, in 1955, recommended 
that “every person who carries on a trade, profession 
or vocation” should be required to keep a record of 
receipts, payments, opening and closing inventory, 
and outstanding debtors and creditors. RC-FC, p. 
320. 


140 If no return, or an inadequate return, is made, 
the Inspector may invite the Commissioners of Inland 
Revenue to make an estimated assessment. For this 
purpose, the Board may “ require a taxpayer to pro- 
duce to the Inspector his business [but not his pri- 
vate, personal] books, documents and accounts...” 
RC-FC, p. 323. The Royal Commission recom- 
mended extension of this power to include private 
documents of the taxpayer and his wife. Ibid., p. 
324. 
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the violation has been flagrant, and all 
the necessary proof is at hand. Unsuc- 
cessful prosecutions, it was explained by 
a highly placed tax official, make the 
Treasury look like an oppressor. No 
doubt the Treasury also does not like 
to appear ineffective.’ 

Accordingly, even a tax defrauder 
who has not repented and turned him- 
self in, but who has been uncovered by 
Inland Revenue, will ordinarily not be 
prosecuted on criminal charges if he 
makes a clean breast of his malfeasance, 
and does not go back on his confession 
later, when the time comes to pay the 
extra penalty that the Treasury deems 
a reasonable alternative to criminal 
prosecution. This penalty, which can 
be fixed by the Treasury within wide 
limits, is in addition to the tax itself and 
the penalties specified in the law.’ 
The attitude of Inland Revenue is well 
expressed in the statement made in 1944 
by Sir John Anderson, then Chancellor 
of the Exchequer, before the House of 
Commons: *#3 


MAJOR STUDHOLME asked the Chan- 
cellor of the Exchequer what is the pres- 
ent practice of the Commissioners of In- 
land Revenue in regard to instituting 
criminal proceedings for alleged frauds 
on the revenue. 

Sir. J. ANDERSON: “‘ The practice of 
the Commissioners in this matter is gov- 
erned by Section 34 of the Finance Act, 
141 For other “ pointers ” that indicate whether In- 

land Revenue is likely to “ take criminal proceedings 


in a particular case,” see A. J. Roper, Back Duty 
Manual, London, 1953, 115-16. 


142 The 1960 Finance Act (Secs. 44-63), intro- 
duced a completely new set of penalty provisions, 
following the decision of the House of Lords in the 
celebrated Hinchy case; see A. R. Ilersic, “* The U.K. 
Budget and Fiscal Reform,” Canadian Tax Journal, 
May, 1960, 224, and A Chartered Accountant, 
“ Revenue Penalties and a Revolution in Back Duty,” 
British Tax Review, July, 1960, 285-95. 


143 Hansard, Vol. 403, 1943-44, cols. 1149-50. 
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1942, which makes provision for the ad- 
missibility in evidence of any disclosure 
made in the circumstances there set out. 
As the Section indicates, the Commission- 
ers have a general power under which 
they can accept pecuniary settlements in- 
stead of instituting criminal proceedings 
in respect of fraud or wilful default al- 
leged to have been committed by a tax- 
payer. They can, however, give no un- 
dertaking to a taxpayer in any such case 
that they will accept such a settlement 
and refrain from instituting criminal pro- 
ceedings even if the case is one in which 
the taxpayer has made full confession 
and has given full facilities for investiga- 
tion of the facts. They reserve to them- 
selves complete discretion in all cases as 
to the course which they will pursue, but 
it is their practice to be influenced by the 
fact that the taxpayer has made a full 
confession and has given full facilities 
for investigation into his affairs and for 
examination of such books, papers, docu- 
ments or information as the Commis- 
sioners may consider necessary.” 


A wife is still not liable for tax on 
her income, unless separate assessment of 
husband and wife, as explained above, 
is requested and granted. Shortly after 
World War I, a British officer married 
a wealthy American woman. He was 
a gallant man, recipient of the Victoria 
Cross, but without financial resources. 
The wife proved excessively thrifty, 
simply refusing to pay income tax. The 
Treasury was helpless; it appealed to the 
then Chancellor of the Exchequer, but 
the Chancellor’s response was the normal 
one: how much revenue is involved? 
Accordingly, this avenue of escape is 
still open. Indeed, the husband has no 
sure way even of knowing what his 
wife’s income is.’** 


144 The Royal Commission in 1955 recommended 
that “the wife should put her signature to her hus- 
band’s return for the purpose of verifying those 
statements in it that relate to her income.... We 
can see no objection to such a requirement [except, 
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(iii) Some Problems.—This policy of 
leaving the income taxpayer alone, so to 
speak, is not entirely a one-way street 
toward lessening of tensions, and effec- 
tive enforcement. 

1. Evasion——For some years follow- 
ing the end of World War II the income 
taxpayer was left alone rather more than 
Inland Revenue wished. A serious per- 
sonnel shortage, quite marked in 1950- 
52, probably allowed a good deal of 
outright evasion, especially by a consid- 
erable number of small taxpayers. This 
shortage is now said to have been made 
good. There has been a certain amount 
of internal tension in Inland Revenue 
between the group of tax inspectors, to 
whom the most difficult income tax 
problems are assigned, and the more 
work-a-day group of tax officials, but 
the class distinction was lessened a few 
years ago by allowing tax officials to be 
promoted to inspector rank. Formerly, 
all inspectors were appointed on civil 
service applications. Before World War 
II the Treasury could be sure of getting 
the brighest products of Oxford and 
Cambridge, and Inland Revenue did al- 
most as well. Since the war, the high 
level of business activity has provided 
such competition for the best brains that 
Inland Revenue has been forced to 
reconcile itself to methods that will 
make the most effective use of a some- 
what more limited choice. Incidentally, 
the inspectors have their trade union 
(Association of Inspectors of Taxes), 
and the officials, theirs (Inland Revenue 
Staff Federation). Both Unions press 
their demands for better working con- 
ditions and wages, but neither has ever 
threatened, even remotely, to strike. 
The officials, a much larger body, have 





one might suggest, that she may, through looking at 
the return, learn how large is her husband’s income].” 
RC-FR, p. 323. 
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somewhat the edge, the inspectors are 
said to feel, because their secretary hap- 
pens to be also a member of Parliament. 
The officials, on the other hand, have on 
occasion seemed somewhat irked by 
what appeared to be a certain degree of 
complacency and aloofness on the part 
of the inspectors, and there are some 
vigorous memoranda on record, filed by 
the officials’ body with the Royal Com- 
mission, charging that evasion of the in- 
come tax (this was in the period of staff 
shortage) was more considerable than 
the rest of the tax administration 
seemed disposed to acknowledge. 

A dangerous degree of outright eva- 
sion probably does not exist at present, 
now that the staff shortages of the im- 
mediate postwar years have been rem- 
edied. Still, the question cannot be con- 
sidered closed. In fact, there seems to 
be no way to obtain a reliable estimate 
of outright evasion, or of inadvertant 


under- or overpayment of taxes, as dis- 


tinguished from tax avoidance. Inland 
Revenue has never selected a random 
sample of taxpayers and given their re- 
turns intensive treatment in order to 
find out what, statistically speaking, 
might be expected to be found in the 
entire universe of income tax returns if 
such an examination were in fact made 
with respect to every return. The 
United States Internal Revenue Service 
has done so, with some illuminating re- 
sults. Again, there seems not to have 
been undertaken in Britain a door-to- 
door check in selected areas to gain some 
notion of the number of nonreporters. 
Nor does the national income research 
literature of Britain contain anything 
like Selma Goldsmith’s comparison of 
national income totals implied by tax 
returns with the totals estimated by the 
Department of Commerce. But when 
an anti-evasion measure is adopted in 
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Britain, the result is sometimes so strik- 
ing that it gives rise to an uneasy feel- 
ing that below the surface there may be 
more non-reporting and under-report- 
ing than is generally assumed: witness 
the results, described above, of the 
amendment to the law in 1951 requir- 
ing banks to report on interest of more 
than £15 paid to any one person. 

2. Complaints of complexity.—Since 
the income taxpayer is in fact left 
pretty much alone, it is a little puzzling 
at first to hear, as one readily may, com- 
plaints by the British taxpayer about the 
complexity of the tax law. Why should 
the ordinary professional or salaried in- 
dividual bother about the law, when all 
he needs to do is give the information 
on his financial life to Inland Revenue, 
who will then compute his tax? The 
present writer has a hypothesis to fit this 
case. Whenever a taxing body is free 
to disregard the taxpayer’s problem that 
might arise from difficulties of comput- 
ing his own tax, as it is free to do when 
it computes the tax itself, it tends to let 
down its guard against the introduction 
of complexities into the income tax law. 
An unsympathetic observer might even 
remark that such a tax administration 
develops a vested interest in a complex 
tax law, since it alone needs to know 
how to compute the amount of tax due. 
There is far too much complexity in the 
American income tax, but whenever the 
Ways and Means Committee or the Fi- 
nance Committee is about to vote for 
some peculiarly involuted provision, it 
must at least listen to administrative 
representatives who explain the difficul- 
ties of fitting this into the tax return 
form so that the taxpayer can not only 
supply the necessary information but 
also compute his own tax. This point 
is of course of more importance for the 
personal income tax than for the cor- 
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poration tax. In Britain, the task 
merely of supplying the needed infor- 
mation has become so complex for the 
salaried man or professional man that 
one can hardly visualize a change to 
self-assessment (computation of one’s 
own tax) without a considerable sim- 
plification of the income tax law. Two 
economists each informed the writer 
that it takes one or two days of indi- 
vidual effort to fill out the income tax 
form. Other economists of the writer’s 
acquaintance, including some who have 
been active in committees or commis- 
sions on taxation, turn the whole busi- 
ness over to an accountant, and pay 
without question whatever they learn 
they should pay. In some instances an 


accountant is employed because the tax- 
payer believes he can get rather more 
out of Inland Revenue in the way of 
expenditure claims for books, study, 


secretarial assistance, etc. 

3. Increasing centralization. — Fi- 
nally, as the personal income tax law 
becomes more complex, administration 
becomes more centralized. There are 
now many more issues that the local 
Inspector must refer to the central office, 
when he attempts to advise the taxpayer 
on the latter’s rights and obligations. 

(iv) Contrast with Board of Cus- 
toms and Excise-—The remarks thus 
far on administration apply only to the 
Board of Inland Revenue, not to that 
second great branch of British tax ad- 
ministration, the Board of Customs and 
Excise, where “strong-arm” methods 
are employed.*** Besides customs and 
excise duties, this Board administers the 
purchase tax. The Board of Inland 


145.N, D. Ashley, “‘ England,” in Le contréle fiscal, 
Cahiers de Droit Fiscal International, Vol. XXXIX, 
Madrid, 1959, International Fiscal Association, pp. 
22-23. For a not altogether whimsical comment on 
the law of forfeiture under Customs and Excise, see 
William Phillips, “Shocking Affair at London Air- 
port,” British Tax Review, March, 1959, 23-24. 


Revenue administers the income tax, 
surtax, profits tax, estate duty, stamp 
duties, land tax, and mineral rights 
duty. Motor vehicle duties are collected 
by local tax administrations, who remit 
the proceeds to the national ex- 
chequer.**® 

4. Absence of Certain Geographical 
or Economic Conflicts—A third ex- 
planation for the lack of tax tension in 
Great Britain relative to the United 
States or France is the absence of certain 
geographical or social conflicts that are 
reflected in the tax system. The United 
States income tax law has become a 
battleground for the clash of geographi- 
cally distinct economic interests. The 
classic example is the concession wrung 
by the community property states from 
the Congress in 1948 with respect to the 
estate tax when their advantage in in- 
come tax was dissipated by allowing 
married couples in all states to split their 
incomes equally.’47 Again, scarcely 
anyone will claim that wealthy investors 
should have a completely tax-exempt 
source to turn to, yet whenever it is 
proposed that the income tax exemption 
be removed from state and local obli- 
gations, even merely future ones, state 
officials descend on Washington, effec- 
tively. Such sources of tax differentia- 
tion and tension do not arise in a geo- 
graphically more compact, somewhat 
more uniform country like Britain, in 
which no quasi-sovereign states possess 
in the aggregate more political power on 


some issues than the central govern- 


Britain is also spared some tax 
conflict by a relative lack of concern 
over the power of big business, and, if 
comparison is made with France, by a 
relative lack of preoccupation with pre- 
serving tiny business. 


ment. 


146 The British System of Taxation, p. 9. 


147 See Randolph E. Paul, Taxation in the United 
States, Boston, 1954, pp. 494-97. 





THE TAX BURDEN BY INCOME CLASS, 1958 


GEORGE A. BISHOP * 


TUDIES of the distribution of the 
tax burden by income class have a 
history of several decades. Perhaps the 
earliest of such studies in the United 
States was Professor Mabel Newcomer’s 
1937 article, “Estimate of the Tax 
Burden on Different Income Classes.” * 
Since that time there has been a succes- 
sion of studies by various authors.” An 
extensive discussion occurred in 1951 
and 1952 when Professor R. A. Mus- 
grave and Dr. Rufus Tucker debated 
alternative approaches to the problems 
of estimating the distribution of the tax 
burden. This debate produced a good 
deal of agreement on the nature, limita- 
tions, and significance of such studies.* 


* The author is Senior Researcher at Tax Founda- 
tion. This article is based on two Tax Foundation 
studies: Research Aid No. 4, The Tax Burden in Re- 
lation to National Income and Product, and Project 
Note No. 45, Allocation of the Tax Burden by In- 
come Class. 


1 Studies in Current Tax Problems, The Twentieth 
Century Fund, New York 1937, pp. 1-52. 


2 Among these were the following: Gerhard Colm 
and Helen Tarasov, “* Who Pays the Taxes?,” Tem- 
porary National Economic Committee, Monograph 
No. 3, Washington, D. C., 1941; John H. Adler, 
“ The Fiscal System, The Distribution of Income, and 
Public Welfare,” and E. R. Schlesinger, ‘t The Statis- 
tical Allocation of Taxes and Expenditures in 1938- 
39 and 1946-47,” in Kenyon E. Poole (ed.), Fiscal 
Policies and the American Economy, New York-1951, 
pp. 359-421; R. A. Musgrave, J. J. Carroll, L. D. 
Cook, and L. Frane, “‘ Distribution of Tax Payments 
by Income Groups: a Case Study for 1948,” National 
Tax Journal, IV (March 1951), pp. 1-54; R. A. 
Musgrave, “ The Incidence of the Tax Structure and 
Its Effects on Consumption,” Federal Tax Policy for 
Economic Growth and Stability, Papers Submitted by 
Panelists Appearing before the Subcommittee on Tax 
Policy, Joint Committee on the Economic Report, 
U. S. Congress, November 9, 1955, pp. 96-113. 


A new analysis of the distribution of 
the tax burden is appropriate not only 
to provide up-to-date estimates, but 
also to utilize the Department of Com- 
merce series on the size distribution of 
family personal income. Although this 
series has been available for a number 
of years, it has not yet been used for 
estimates of the distribution of the tax 
burden. Moreover, there is room for 
further consideration of some of the 
conceptual problems involved in esti- 
mates of the distribution of the tax 
burden. 

The Department of Commerce esti- 
mates of the distribution of family 
personal income‘ provide a new and 
improved basis for estimating the dis- 
tribution of the tax burden. In par- 
ticular, this distribution takes care of 
the treatment of income in kind. In 
earlier studies based on money income 
distributions, the importance of income 
in kind at the lowest income levels raised 


3 See “Further Consideration of the Distribution 
of the Tax Burden,” National Tax Journal, V (March 
1952), pp. 1-39; “Who Pays the Taxes?,” Proceed- 
ing of the Forty-Fifth Annual Conference on Taxa- 
tion, (Toronto, 1952), National Tax Association, pp. 
178-221; and “The Distribution of Government 
Burdens and Benefits,” American Economic Review, 
Papers and Proceedings, XLIII (May 1953), pp. 504- 
543. 


4Selma F. Goldsmith, ‘tIncome Distribution by 
Size—1955-1958,” Survey of Current Business, April 
1959, pp. 9-16 [Estimates in the present study have 
not been revised for later data on income distribution 
now available in the Survey of Current Business, 
April 1960. See also, “Income Distribution in the 
United States by Size, 1944-1950,” Supplement to the 
Survey of Current Business (U. S. Government Print- 
ing Office, Washington 25, D. C., 1953). 
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doubts about the shape of the “ effective 
rate curve” at the bottom of the in- 
come scale.° 

The distribution of family personal 
income also covers a somewhat wider 
range of income classes than is available 
in household surveys such as the Survey 
of Consumer Finances (Survey Research 
Center, University of Michigan). The 
top income class in the family income 
distribution is $50,000 and over. How- 
ever, it is hardly feasible to utilize more 
than the $15,000 and over class for a 
distribution of the total tax burden be- 
cause of the inadequacy of data on the 
distribution of consumption expendi- 
tures. The methods used here to esti- 
mate consumption expenditures would 
hardly justify a breakdown of the 
$15,000 and over class. 

No amount of refinement in statistical 
sources, however, can remove the neces- 


sity for arbitrary assumptions concern- 


ing the incidence of taxation. Recent 
theoretical analysis seems to have in- 
creased rather than reduced uncertain- 
ties over tax incidence.® Statistical re- 
finement in the distribution of income 
and consumption expenditures is a rela- 
tively small gain, while major problems 
of incidence and definition of income 
remain largely unsolved. 

A new estimate of the distribution of 
the tax burden also provides an occasion 
for discussion of conceptual problems. 
The present writer believes that past 
studies have been inadequate and some- 
what misleading in the selection of the 
income base against which to measure 


5 See Joseph A. Pechman, “Some Technical Prob- 
lems in the Measurement of Tax Burdens,” Proceed- 
ings of the Forty-Fifth Annual Conference on Taxa- 
tion, (Toronto 1952), National Tax Association, pp. 
204-212. 


6Cf. R. A. Musgrave, The Theory of Public 
Finance, (New York 1959), Part Three. 
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the weight of the total tax burden. The 
definition of income is important not 
only to estimates of the over-all effec- 
tive rate of taxation but also to esti- 
mates of the distribution of the burden 
by income class. 

The following analysis is divided into 
three parts. The first deals with the 
definition of income. The second sum- 
marizes the procedures and results of a 
provisional estimate of the distribution 
of the tax burden for 1958. The third 
discusses briefly the significance of tax 
burden estimates. The methods used in 
estimating the distribution of consump- 
tion expenditures are described in an 
appendix. 


The Definition of Income 


It seems all too easy to go from the 
propositions that “only people pay 
taxes” and that “all taxes must come 
out of income ” to the position that the 
total tax burden should be measured 
against personal or national income. In- 
deed, the total tax burden has been 
measured against income bases that are 
narrower than personal income.’ 

But why should it be assumed that 
the tax burden falls exclusively on “ in- 
come” rather than on “ product ”? In 
1958 the net difference between gross 
national product (GNP) and personal 
income was $83 billion. It can hardly 
be concluded that no part of the tax 
burden falls on this sizable amount of 
“ product ” for which there are no cor- 

7 Professor Musgrave’s “‘ broader concept” of in- 
come in his most recent study amounted to $285 bil- 
lion for 1954, as compared with total personal in- 
come for that year of $288 billion. His concept of 
“adjusted money income” (adjusted to include re- 
tained earnings, the unshifted portion of the cor- 
porate profits tax, capital gains income, and fiduciary 
income) amounted to $263 billion. (Federal Tax 


Policy for Economic Growth and Stability, Papers. . ., 
p. 109) 
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responding income payments to in- 
dividuals. Indeed, taxes have a larger 
immediate claim on these parts of na- 
tional output than on income paid to 
individuals. In 1958 the total of tax 
claims on parts of output not repre- 
sented in personal income amounted to 
$72 billion, while the total of personal 
taxes came to $40 billion. The relation 
of GNP to personal income in 1958 was 
as follows: 


(Billions) 


Gross National Product 
Less: Capital Consumption Allow- 
ances 
: Net National Product 
Indirect Business Taxes . 
Other Adjustments 
: National Income 
Undistributed Corporate 
Profits 
Corporate Profits Tax Lia- 
bility 
Contributions for Social In- in 


Transfer Payments on In- 
terest 7 


Other Adjustments 
: Personal Income 359 
: Non-Family Income * 21 
Equals: Family Personal Income ... 338 


* Income flows to military personnel not liv- 
ing with their families, to institutional residents, 
and to non-profit institutions, plus undistrib- 
uted income of private trust, welfare, and pen- 
sion funds, 

Professor Musgrave and Dr. Tucker 
in 1952 debated the question of whether 
undistributed corporate profits should 
be included in the income concept 
against which the burden of taxes was 
to be measured. They did not, how- 
ever, explicitly raise or discuss the ques- 
tion of whether part of the tax burden 
may fall on other portions of national 
income and product which are not 
represented by payments to individuals. 


8 Here the old term income payments to individuals 
is used as a synonym for personal income. Personal 
income includes a substantial amount of income in 
kind and imputed income which were excluded from 
the former national income concept of income pay- 
ments to individuals, 
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Yet there is a problem here correspond- 
ing to that of the treatment of the cor- 
porate profits tax and the imputation of 
undistributed corporate profits as in- 
come to individuals. 

In part the question is one of tax 
incidence: Can the burden of all “ in- 
direct business taxes” be assumed to 
fall on the consumer? It can be argued 
that the burden may in part fall on 
“factor payments”, that is, that they 
serve to reduce the payments made for 
productive services. The various kinds 
of taxes levied on or collected from 
business represent a prior claim on a 
firm’s gross receipts, and this claim must 
be met before funds can be considered 
as available for payment of other costs. 
In the long run a tax on a competitive 
industry must be shifted forward as 
firms which cannot cover all costs are 
eliminated; but where there are barriers 
to the mobility of economic resources, 
a part of the burden may fall upon the 
owners of productive services. If ac- 
count is taken of the full effects of 
economy-wide taxes, it becomes difficult 
to distinguish the effects of general taxes 
on sales from the effects of taxes on 
factor incomes.°® 

In the national income accounts, tax 
incidence has been the chief basis on 
which a distinction has been made be- 
tween indirect business taxes and direct 
taxes.!° The distinction thus became 

9 Cf. Earl Rolph, The Theory of Fiscal Economics, 
(Berkeley, Calif., 1954), Chapter 6. 


10 Indirect business taxes, as defined in the national 
income accounts, include sales and excise taxes, prop- 
erty taxes, and miscellaneous business taxes. Since 
home ownership is classified as a business in the 
national income accounts, indirect business taxes in- 
clude property taxes on home owners. More gen- 
erally, indirect business taxes are defined as “ taxes 
(other than social insurance contributions) that are 
chargeable to current cost by business enterprises ” 
(U. S. Department of Commerce, National Income 
1954, p. $$). 
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the basis for differentiating between net 
national product (at market prices) and 
national income (at factor prices). It 
can be shown, however, that the dis- 
tinction between indirect business taxes, 
which serve to raise the market prices 
of goods and services, and direct taxes, 
which serve to reduce payments to, or 
the disposable income of, the owners of 
the factors of production, leads to in- 
consistencies in the use of national in- 
come as both a measure of economic 
welfare and as a base on which to 
measure the over-all effective rate of 
taxation. 

A shift from indirect to direct taxes 
changes the proportion of the national 
product that is defined as national in- 
come. The weight of the tax burden, 
defined as a proportion of national in- 
come, therefore would change with each 
change in the proportion of direct to 
indirect taxes. 





In the 1947 revision of the national income ac- 
counts incidence was stressed as the essential ground 
for distinguishing direct and indirect taxes, and for 
including corporate profits taxes in national income: 
"The rationale for inclusion of corporate profits be- 
fore taxes must rest ultimately, of course, on the in- 
cidence of taxes on profits. Although this question 
cannot be settled definitively, the weight of theo- 
retical and statistical evidence is that changes in cor- 
porate profit tax rates affect profits after taxes more 
significantly than prices of output.” (National In- 
come Supplement to Survey of Current Business, July 
1947, p. 12.) 

More recently doubts have been raised about the 
distinction between direct and indirect taxes in the 
national income accounts on the basis of incidence. 
Professor Richard Ruggles makes the distinction as 
follows: ‘ The indirect taxes are distinguished by the 
characteristic that they do not fall on any specific 
factor of production, and so cannot be considered a 
part of the cost of hiring any specific factor.” He 
also notes that “It is still often argued that the rele- 
wance of the differentiation between direct and in- 
direct taxes, and thus also the relevance of net na- 
tional product at factor cost and national income, lies 
in some such difference in the incidence of the taxes. 
To the extent that these aggregates must rest on such 
arguments, their validity is open to serious question.” 
(National Income Accounts and Income Analysis, 
Section Edition, New York 1956, pp. 116, 117.) 
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To illustrate, Table I shows the effect 
on the apparent weight of the tax bur- 
den of a shift from indirect to direct 
taxation under two sets of assumptions. 
In example A in Table I, it is assumed 
that in Period I $40 billion is obtained 
from indirect taxes, and that in Period 
II, all taxes are direct. Insofar as pos- 
sible, “‘ other things ” are assumed to be 
the same in the two periods. But what 
remains “unchanged” is the crucial 
point. 

If it is assumed that indirect taxes 
affect only market prices and not factor 
prices, net national product will fall 
from $400 billion in Period I to $360 
billion in Period II. National income, 
however, will remain the same. If the 
government collects the same dollar 
amount of taxes in Period II as in 
Period I, namely $100 billion, the tax 
burden increases from 25 per cent of 
net national product in Period I to 27.8 
per cent of net national product in 
Period II. This reflects the fact that 
with the same current dollar “ tax take ” 
the government’s take in constant dol- 
lars has increased. On the assumption 
that the reduction in indirect taxes is 
fully reflected in reductions in market 
prices, the fall in prices is 10 per cent 
(line 8). But the tax burden, expressed 
as a percentage of national income, has 
apparently remained the same. 

On the other hand, if we assume as 
in example B, that in addition to shift- 
ing from indirect to direct taxation, the 
government reduces its current dollar 
tax take so that in constant dollars it 
remains the same, then the tax burden 
expressed as a percentage of national in- 
come apparently falls from 27.8 per 
cent in Period I to 25 per cent in Period 
II. 

In sum, in the first example, a real 
change in the tax burden is not reflected 
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in a change in the percentage of total 
taxes to national income; and in the 
second example, the percentage of total 
taxes to national income indicates a fall 
in the tax burden, when the total of 
real taxes has remained the same. These 
inconsistencies also apply to the use of 
the national income as a measure of 


TABLE I 


EFFect ON APPARENT WEIGHT OF THE TAX 
Burpen or A SHIFT FROM INDIRECT 
To Direct TAXATION 


(Assumed Figures Approximating 1958 Data) 








Period Period 
I II 


Line 





(Billions) 
Example A 

. Net National Product .. $360 
. Indirect Taxes oe 
. National Income 360 
. Direct Taxes 100 

. Total Taxes (Line 2 plus 
line 4) 100 


$400 


Total Taxes as a Per- 
centage of 
Net National Product 25.0% 278% 
. National Income . 278% 278% 
. Price Index (From line 
1; 350= 100) 100 90 


Ezample B 
(Billions) 
9. Net National Product .. $400 $360 
. Indirect Taxes 40 ae 
. National Income 360 360 
. Direct Taxes 60 90 
. Total Taxes 100 90 


Total Taxes as a Per- 
centage of 

Net National Product 

National Income .... 


25.0% 25.0% 
27.8% 25.0% 





economic welfare. Thus in example A 
the national income, if deflated for the 
change in prices, would indicate an in- 
crease in real income even though pro- 
duction is the same and the govern- 
ment’s real tax take (measured at 
market prices) has increased. These in- 
consistencies arise out of the definition 
of national income as net of indirect 
taxes and the definition of the latter as 
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taxes which are shifted into market 
prices.*! 

It may be concluded that the na- 
tional income should not be used as a 
base on which to calculate the weight 
of the total tax burden. The use of net 
national product, on the other hand, 
would give a consistent result regardless 
of the proportions of direct and in- 
direct taxes in the total tax burden. 
This proportion has changed very sub- 
stantially in the past. Indirect business 
taxes amounted to 66 per cent of total 
tax receipts in 1929, 81 per cent in 
1932, and 34 per cent in 1958 (as 
shown in the national income accounts). 
It has been pointed out in this connec- 
tion that “. . . it is impossible to separate 
the effects of taxes in comparisons of 
prices over time or from nation to na- 
tion.” 1? 

As noted above (footnote 10), in- 
direct taxes can be defined without 
reference to incidence as taxes which 
“. . . do not fall on any specific factor 
of production, and so cannot be con- 
sidered a part of the cost of hiring any 
specific factor.” But the escape from 
the question of incidence is not com- 
plete here, for the burden of the corpo- 
rate profits tax does not fall clearly on 
one specific factor of production. 

Regardless of their incidence, indirect 
business taxes may be considered as part 
of the total national product which goes 
to the government without first becom- 

11 For further development of the inconsistencies 
involved in the distinction between direct and indirect 
taxes see A. R. Prest, “ Statistical Calculations of Tax 


Burdens,” Economica, New Series, XXIII (August 
1955), pp. 234-245. 


12 Gerhard Colm, “* The Government Sector, A Re- 
examination of Controversial Issues,” Problems in the 
International Comparison of Economic Accounts, 
Studies in Income and Wealth, Volume Twenty, Na- 
tional Bureau of Economic Research, Princeton 1957, 
p. 120. 
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ing part of the payments to the factors 
of production. A similar view can be 
taken of all the parts of gross national 
product for which there are no corre- 
sponding payments to the factors of 
production. These are, in effect, por- 
tions of the national output that are 
disposed of through various forms of 
collective action (public or private) 
without first becoming a part of the 
income of individuals. But these parts 
of national output cannot be ignored 
when the over-all effective rate of tax- 
ation is measured. If the burden of all 
taxes is to be imputed to individuals, all 
of the income or product on which the 
burden may fall must also be imputed 
to individuals. 

The question may be raised whether 
it is more appropriate to measure the 
total tax burden against gross or net 
national product. Gross and net here 
refer to total product before and after 
deduction of capital consumption allow- 
ances. It has long been recognized that 
in wartime a part of government de- 
mands on the economy may be met by 
diverting resources from the mainten- 
ance of capital equipment. To the ex- 
tent that this may be done through tax- 
ation, it can be argued that the tax 
burden falls on capital consumption 
allowances. In peacetime, however, it 
would not make sense to divert resources 
from maintaining private capital equip- 
ment to general government uses; and 
even though the tax burden may have 
some effect in reducing private invest- 
ment, it may be legitimately assumed 
that in the aggregate capital must be 
maintained and that the weight of the 
tax burden relates to how much net 
product is diverted from other uses. 
Thus, in peacetime, there is a good case 
for measuring the weight of the tax 
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burden against the net national product 
rather than the gross national product. 

Since indirect business taxes amount 
to approximately 10 per cent of the 
net national product, and national in- 
come, consequently, amounts to about 
90 per cent of net national product, 
the choice between these two concepts 
has a corresponding effect upon the 
over-all effective rate of taxation. Thus 
in 1958, the total tax receipts, as shown 
in the national income and product ac- 
counts, amounted to about 30 per cent 
of the national income and about 27 per 
cent of the net national product. 

In addition to the effect upon the 
apparent weight of the total tax burden, 
the choice of income concept also affects 
the estimates of the distribution of the 
tax burden by income class. Thus the 
imputation to individuals of retained 
corporate profits and the share of corpo- 
rate profits taxes assumed to fall on 
shareholders substantially raises the total 
income of the top income classes (when 
these amounts are allocated by income 
class on the basis of the distribution of 
dividends) and thereby lowers the effec- 
tive rate of tax as compared with esti- 
mates which do not impute these forms 
of income to individuals. The apparent 
progressivity of the tax burden esti- 
mates thus is notably affected. In the 
same way, the imputation of indirect 
business taxes as income to individuals 
will alter not only the over-all effective 
rate of taxation but also its apparent 
distribution by income class. 


Derivation of Tax Burden Estimates 
for 1958 


This study follows the precedent of 
estimating the distribution of the tax 
burden by allocating tax receipts by 
major type of tax among income classes 
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on the basis of selected economic series 
that are taken as reasonable indicators 
of the distribution of the tax burden.”* 
An assumption must be made about the 
incidence of each type of tax, and a 
statistical basis indicative of this in- 
cidence must be found by which to 
allocate the revenue from this tax 
source. The tax receipts (equal “ pay- 
ments”) data used are those in the na- 
tional income accounts.’* These data 
are for the calendar year and are largely 
on a liability basis. Table II shows the 
allocation bases used for distributing 
each type of tax payment. 

The individual income tax presents 
no difficulty. This tax can be assumed 
to fall upon the individual taxpayer, 
and federal individual income tax re- 
ceipts may be allocsted in accordance 
with the distribution of federal income 
tax liability which is also shown by the 
Department of Commerce analysis of 
the distribution of personal income.” 

The corporation income tax presents 
the most significant question of tax in- 
cidence. Whether this tax is assumed to 
fall on the consumer or the stockholder 
can have a sizable effect upon the esti- 
mates of the distribution of the tax bur- 
den. In the absence of general agree- 
ment on the incidence of this tax,’® it 


13 Tt would also be possible to make estimates of 
the total tax burden on typical families at different 
income levels (Cf. “* A Study of Family Tax Burdens 
by Income Levels,” Research Department Memoran- 
dum, National Association of Manufacturers, Novem- 
ber 28, 1955). The more common procedure of allo- 
cating total tax payments by income class is used here 
because of its comprehensiveness in encompassing all 
taxes and persons and in highlighting the problems of 
incidence and definition of income. 


14 Survey of Current Business, July 1959, Tables 
IIf-1 and III-2. 
15 [bid., April 1959, p. 16. 


16 Recent analyses of the incidence of the corpora- 
tion income tax can be found in A. C. Harberger, 
“The Corporation Income Tax: An Empirical Ap- 
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is assumed here that half of the corpo- 
ration income tax burden is shifted for- 
ward to consumers and that half falls 
on the stockholder. Accordingly half 
of this tax is allocated in accordance 
with the estimated distribution of con- 
sumption expenditures (see appendix 
below), and half is allocated in accord- 
ance with the distribution of dividends 
as shown on tax returns.'* No adjust- 
ment was made to take account of the 
differences between the definition of in- 
come or reporting units as between in- 
come tax data and the family personal 
income distribution.2* However, the 
adjustment of the distribution of divi- 
dends for differences in definitions 
would include offsetting adjustments, 
and the over-all results of such adjust- 
ments would hardly seem worthwhile 
when it cannot be determined whether 
the distribution of dividends should be 
given a weight of 30, 50, 60, or some 
other percentage in allocating the bur- 
den of the corporation income tax. 
Since personal income is a broader in- 
come concept than income reportable 
for tax purposes, an adjustment of the 
dividend distribution from Statistics of 
Income for differences in income con- 
cept would presumably reduce the per- 
centages of total dividends found in the 
low and middle income groups and in- 





praisal,” Tax Revision Compendium, Compendium of 
Papers on Broadening the Tax Base, Committee on 
Ways and Means, U. S. House of Representatives, No- 
vember 1959, pp. 231-250, and P. G. Darling, “ In- 
come Taxation and Dividend Income,” ibid., pp. 
1579-1590. 


17 U. S. Treasury Department, Sfafistics of Income, 
Individual Income Tax Returns for 1957, p. 23. 


18 This means that no allowance was made for non- 
reporting of dividend income. The distribution of 
dividends in Statistics of Income is also affected by 
splitting of family income (see Rufus Tucker, “ Dis- 
tribution of Tax Burdens in 1948,” National Tax 
Journal, September 1951, note p. 284). 
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crease the percentages in higher income 
groups. 

Sales taxes, excises, and customs 
duties are assumed to fall on the con- 
sumer and so are allocated in accordance 
with the estimated distribution of con- 
sumption expenditures. 

Estate, gift, and inheritance taxes are 
assumed to fall entirely upon people 
with incomes over $15,000. 
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on the basis of the distribution of con- 
sumption expenditures and one-half on 
the basis of the distribution of housing 
expenditures. The half-and-half dis- 
tribution reflects the fact that roughly 
half of the property tax is levied on 
business and is here assumed to be 
shifted forward to consumers; the other 
half is assumed to fall on home 


owners.” The distribution of housing 


TABLE II 
Bases For DistrRIBUTION oF TAX PAYMENTS BY INCOME CLASSES 








Type of Tax 


Base 





Federal 
Individual Income Tax 


Federal personal income tax liability derived from De- 
partment of Commerce data on distribution of personal 
income 

One-half on basis of distribution of dividends as shown 
in Statistics of Income for 1957; * one-half on basis of 
distribution of consumption expenditures 

Consumption expenditures 

— to fall entirely on families with incomes over 

15,000 


Corporation Income Tax 


Excises and Customs 
Estate and Gift 


Social Insurance 
OASI and Unemployment taxes 
Employer Contributions 
Employee Contributions 
Other Taxes and Contributions” 
State and Local 
Individual Income Tax 
Corporation Income Tax 


Excises and Sales 
Estate and Gift Taxes 


Consumption expenditures 
Wages and salaries covered by payroll tax 
Wages and salaries 


Wisconsin income tax distribution 

Same as federal corporation income tax 

Consumption expenditures 

Assumed to fall entirely on families with incomes over 
$15,000 

One-half on basis of consumption expenditures; one-half 
on basis of housing expenditures 

Wages and salaries 


Property Taxes 


Social Insurance 





* Without adjustment for differences between tax returns and family units. 
>Includes employer and employee contributions for railroad retirement, railroad unemploy- 
ment insurance, federal civilian retirement, and government life insurance. 


State income taxes are allocated in 
accordance with a distribution of Wis- 
consin income taxes,!® which is assumed 
to be typical, for purposes of this study, 
of the distribution of all state income 
taxes. 

Property taxes are allocated one-half 


expenditures was estimated on the basis 


20 The 1957 Census of Governments showed that 
residential nonfarm property accounted for about 54 
per cent of the gross assessed value of local real prop- 
erty assessments; “ residential” property includes, in 
addition to single family houses, apartments, flats, du- 
plexes, etc. (1957 Census of Governments, Vol. V., 
Taxable Property Values in the United States, pp. 6, 
7). As shown in the income accounts taxes on 
owner-occupied farm and nonfarm dwellings in 1958 
amounted to $4.8 billion and total property receipts, 
including personal taxes, to $14.0 billion. (Survey of 
Current Business, July 1959, pp. 21, 42). 


19 Committee on Revenue Sources, Research Re- 
port to the 1957 Wisconsin Legislature, Volume II, p. 
165. 
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of data in the Life Study of Consumer 
Expenditures, Vol. 1 (New York, 
1957) 22 

Social insurance contributions are 
divided into three parts for allocation 
purposes. First, employers contributions 
under old-age and survivors insurance 
and unemployment insurance are as- 
sumed to be shifted to consumers and 
are allocated on the basis of the esti- 
mated distribution of consumption ex- 
penditures. Second, employee contribu- 
tions under old-age and_ survivors 
insurance are assumed to be borne by 
the employee and are allocated on the 
basis of an estimated distribution of 
covered wages and salaries. The dis- 
tribution of covered wages and salaries 
was estimated from data in Statistics of 
Income 1957 by multiplying by $4,200 
the number of returns with wage and 
salary income in adjusted gross income 
classes with more than $4,000 of re- 
ported income; all wage and salary in- 
come in income classes under $4,000 
was considered to be covered wages; no 
allowance was made for the difference 
between adjusted gross income and per- 
sonal income. Third, all other contribu- 
tions for social insurance, consisting 
largely of contributions to government 
retirement programs, are allocated on 
the basis of an estimate of the distribu- 
tion of total wages and salaries. The 


21 The estimate was made by multiplying the aver- 
age expenditures per household for home operation 
and improvement by income class in the Life Study 
by the number of families in corresponding family 
personal income classes to obtain an estimate of total 
housing expenditures, from which was calculated a 
percentage distribution by family personal income 
class. It was assumed that the difference between the 
money income concept of the Life Study and family 
personal income would not seriously affect the per- 
centage distribution of housing expenditures so calcu- 
lated. (This percentage distribution was used for 
allocating one-half of property tax receipts). 
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latter was estimated from data in 
Statistics of Income 1957. 

Table III shows the percentage dis- 
tributions of the various bases used for 
allocating tax payments by income 
class. Table IV shows the resulting dis- 
tribution of tax payments by income 
class. 

The second major problem of allo- 
cation is on the income side. It was 
argued in the preceding section that the 
most suitable base with which to com- 
pare the total tax burden is net national 
product. It was therefore necessary to 
allocate by income class the various 
amounts of “income ” not included in 
family personal income. The bases of 
allocation were similar to those used for 
tax payments: 








. Type of 


“Income” Base of Allocation 





Social Insurance 


a Distribution of social insur- 
Contributions i 


ance contributions as esti- 
mated for the distribution 
of tax payments 
Distribution of dividends 
and consumption expendi- 
tures (Same as for the 
distribution of taxes) 


Corporate Profits 
Taxes 


Undistributed 
Corporate 
Profits 

Indirect Business 
Taxes 


Other 


Distribution of dividends 


Distribution of consumption 
expenditures 

Distribution of family 
personal income 





No allowance was made for shifting of 
families among income classes as a result 
of these allocations of additional kinds 


of income. A comparison of the per- 
centage distributions of fotal income 
(corresponding to net national product) 
and of family personal income shows 
that there is little difference between 
these distributions (Table V). The 
progressive distribution of corporate 
profits is approximately offset by the 
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regressive distribution of indirect busi- 
ness taxes. 

Table VI shows the resulting incidence 
of total taxes as a percentage of total 
income by income classes. The per- 
centages indicate that the total tax bur- 
den excluding social insurance is almost 
exactly proportional to income up to 
the income level of at least $15,000. 
The differences as between the income 
classes under $15,000 are too small to 
be significant in view of the nature of 
these estimates. The total tax burden 
including social insurance drops off 
rather noticeably from 28.3 per cent for 
families with incomes under $2,000 to 
24 per cent for families with income 
from $10,000 to $15,000. This drop 
reflects the regressive distribution of 
social insurance taxes, which as a per- 
centage of income fall from 7.4 per 
cent for families with incomes under 
$2,000 to 1.4 per cent for families with 
incomes of $15,000 and over. In 1958 
old-age and survivors insurance taxes 
applied only to the first $4,200 of in- 
come. 

The total federal tax burden, reflect- 
ing the importance of the individual 
and corporation income taxes, shows a 
rather progressive distribution. The 
total burden rises from 9.6 per cent for 
families with incomes under $2,000 to 
28.6 per cent for families with incomes 
of $15,000 and over. 

The estimates for state and local 
taxes are largely dependent upon the 
estimate of the distribution of consump- 
tion expenditures (see appendix). The 
major part of these taxes is accounted 
for by excise and sales taxes and by 
property taxes. In the post-World War 
II years total state and local taxes, ex- 
cluding social insurance, have risen from 
§.3 per cent of net national product in 
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1946 to 7.6 per cent of net national 
product in 1959. 

The conclusion that the tax burden 
is approximately proportional except at 
the highest income levels is essentially 
the same as the conclusion of the 1948 
studies.” Professor Musgrave’s esti- 
mates for 1954 showed some degree of 
progressivity over the middle income 
classes as well as for the topmost income 
class. The present study suggests that 
proportionality extends somewhat fur- 
ther up the income scale than earlier 
studies indicated. In part this is due to 
the 50-50 assumption for the incidence 
of the corporation tax (half of the 
burden was assumed to fall on con- 
sumers and half on_ stockholders, as 
compared with one-third and _ two- 
thirds respectively assumed in Professor 
Musgrave’s 1954 estimates). In part 
the difference is due to the fact that 
since the Korean War there has been a 
decline in the Federal tax burden rela- 
tive to net national product, while the 
state and local tax burden has increased. 
Excluding social insurance Federal taxes 
amounted to 18.5 per cent of net na- 
tional product in 1952 and 16.1 per 
cent in 1958. In addition the social 
insurance tax burden has increased sub- 
stantially.” 


SIGNIFICANCE OF TAX BURDEN 
ESTIMATES 


The major conclusion of this study 
is that the tax burden is approximately 
proportional to income in the income 
classes that include most of the popu- 


22 Cf. Gerhard Colm and Haskell P. Wald, “* Some 
Comments on Tax Burden Comparisons,” National 
Tax Journal, V (March 1952), p. 2. 


23 Cf. Staff Report on Employment, Growth, and 
Price Levels, prepared for consideration by the Joint 
Economic Committee, 86th Congress, Ist Session, De- 
cember 24, 1959, pp. 261, 262, 313. 
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lation. This study shows that this 
rough proportionality extends at least 
up to the $15,000 income level. For all 
incomes above this level, taken together, 
there is a sharp increase in the total tax 
burden, but the methods and sources 
used here are inadequate to carry fur- 
ther up the income scale the estimates 
of tax burden distribution. The higher 
the income level, the more crucial be- 
comes the problem of the definition of 
income, and the greater the difficulties 
of imputation. Correspondingly, it 
would be a mistake to press too far the 
estimates of the tax burden on the low- 
est income class because the lowest in- 
come class is characterized by such 
widely varying circumstances of age and 
financial position. 

Such estimates as the present study 
contains cannot by themselves prove 
that the tax system is equitable or in- 


equitable, too progressive or too regres- 


sive. The degree of progressivity or 
regressivity in particular taxes or in the 
tax system as a whole is only one of 
many considerations that must enter 
into tax policy. Other criteria include 
simplicity, adequacy, ease of administra- 
tion and compliance, and avoidance of 
distorting effects on economic activity. 


24 See Characteristics of the Low-Income Popula- 
tion and Related Federal Programs, selected materials 
assembled by the staff of the Subcommittee on Low- 
Income Families, Joint Committee on the Economic 
Report, 84th Congress, Ist Session, 1955. 


TAX BURDEN BY INCOME CLASS 55 


The criteria of a good tax system are 
often conflicting, and tax policy must 
involve a continual reassessment of the 
relative importance of these criteria as 
circumstances change. Estimates of the 
distribution of the tax burden by in- 
come class can provide some indication 
of the equity of the tax system as 
among families at different income 
levels. 

The second conclusion of this study 
is that the total tax burden ought to be 
compared with net national product 
rather than with national or personal 
income. This comparison indicates that 
the total tax burden (excluding social 
insurance) on most families amounts 
to about one-fifth of total income; for 
families with incomes (i.e. “ personal 
income”) over $15,000 the total tax 
burden rises to more than one-third of 
total income. It should be noted that 
the overall weight of the total tax bur- 
den, however, is dependent in part on 
the way in which revenue is used. If 
all tax revenue were used for defense 
purposes, the burden would be much 
more onerous than if tax revenue were 
used entirely for providing services to 
consumers and business. The weight 
of the tax burden also depends in part 
upon the relative importance of “ trans- 
fer expenditures,” that is, expenditures 
for which the government currently ob- 
tains no goods and services in return. 
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APPENDIX 


ESTIMATING THE DISTRIBUTION OF CONSUMPTION EXPENDITURES 
BY INCOME CLASS, 1958 


An estimate of the distribution of con- 
sumption expenditures was made by apply- 
ing to aggregate family personal income after 
tax an estimated ratio of saving to income 
after tax by income class. The saving-in- 
come ratios were based on data in the study 
“Who Saves?” by Irwin Friend and Stan- 
ley Schor, The Review of Economics and 
Statistics, May 1959, Part 2. The Friend- 
Schor study contains several variants of the 
saving-income ratio. The one used here is 
the “‘ adjusted saving-income ratio,” U. S. 
urban 1950, from the B.L.S.-Wharton sur- 
vey (Table 7, page 232 of The Review). 
This adjusted saving-income ratio, however, 
was several steps removed from what was 
needed for use of a personal income distri- 
bution for 1958: 
(1) The adiusted saving-income ratio 
shown in Sable 7 of The Review is an 
urban distribution only. No adjustment 
was made in the present study to take ac- 
count of the difference between an urban 
distribution and one for total U. S. Friend 
and Schor said (page 233): “The urban 
U. S. saving-income ratios and percentage 
distribution of net saving among income 
groups presented in Table 7 can be used as 
a rough approximation of the saving posi- 
tion for the total U. S.” 

(2) The adjustment in the “ adjusted sav- 
ing-income ” ratio of Table 7 in the Friend- 
Schor study is for the understatement in 
the B.L.S.-Wharton survey of saving in the 
form of cash and deposits. Friend and 
Schor proceeded to adjust this ratio further, 
as between income classes under and over 
$10,000, for conceptual differences between 
the survey definition of saving and the defi- 
nition of personal saving in the national in- 
come accounts (The Review, pp. 234-236). 
Because this adjustment was not made for 
the detail of income classes under $10,000, 
no allowance for these conceptual differences 


was made in the present study. Friend and 
Schor showed that these conceptual differ- 
ences result in some understatement of the 
saving-income ratio in the income classes 
$10,000 and over. 
(3) The adjusted saving-income ratio of 
Table 7 in the Friend-Schor study is a ratio 
of saving to income affer taxes in 1950 and 
is shown for an income-after-tax class dis- 
tribution. On the other hand, the distri- 
bution of personal income for 1958, used in 
allocating the tax burden, is a distribution 
of personal income before taxes. To make 
use of the saving-income ratio from the 
earlier study therefore required several ad- 
justments, as follows: 

The first step was to convert the 1950 in- 
come levels, for which the saving-income 


TABLE Al 


ADJUSTMENT OF 1950 ArTer-Tax INCOME TO 
1958 Dottars AND SAviNc-INCOME 
Ratios ror 1950 


By Income Class 











1950 Col. (1) 
— Average Ex-  Saving- 
“ After- pressed Income 
Fe senl a Tax in 1958 Ratio™® 
nes Income* Dollars 
(1) (2) (3) 
Under $2 $1,179° $1,416 -214%° 
$2 Under 3 2,534 3,043 - 1.7 
3 Under 4 3,487 4,188 24 
4 Under 5 4,462 5,359 45 
5 Under 6 5,483 4 6,585 6.5 
6 Under 7.5 6.6754 8,017 10.0 
75 Under 10 8,434 10,129 163 
10 and Over 15,914 19,113 30.7 





* BLS—Wharton survey (urban). 

> Adjusted for understatement of saving in 
form of cash and deposits. 

* Weighted averages of data for 
classes shown in source. 

¢ Estimated. 

Source: Col. (1) and (3) The Review of 
Economics and Statistics, May 1959, Part 2, pp. 
217, 232. Col. (2) =Col. (1) x 1.201 (consumer 
price index 1958 on a base of 1950= 100). 


first two 
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ratios were available, to 1958 dollars. This 
was done by raising the average 1950 in- 
come after tax in each class by the per- 
centage increase in the consumer price in- 
dex 1950 to 1958 (Table Al). 

The second step was to interpolate in 
this distribution of saving-income ratios to 
estimate saving-income ratios for the aver- 
age incomes in each income class in the 
1958 personal income distribution. This 
required plotting in Chart 1 the 1950 sav- 
ing-income ratios by the average after-tax 
incomes for each income class (in 1958 dol- 
lars). It required, further, finding the 
average after-tax income for each personal 
income class in the 1958 distribution. This 
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was done by using the average effective 
rates of Federal income tax by income classes 
for 1957 (Table A2, cols. 2 to 5). Finally, 
the estimated saving income ratios for 1958 
were estimated from Chart 1 for the respec- 
tive after-tax incomes in the 1958 personal 
income distribution. The resulting saving- 
income ratios are shown in Table A2 col- 
umn 6. 

The estimated saving-income ratios tor 
1958 were then applied to the aggregate 
personal income after tax to obtain an esti- 
mate of aggregate consumption expenditures 
and their percentage distribution by income 
class (Table A2, cols. 7 and 8). 


TABLE A2 


Famity Personat Income DIstrIsuTION AND EsTIMATED DISTRIBUTION OF 
CoNSUMPTION EXPENDITURES 














Family Aggregate : : Estimated 

Personal —- Effec- Family Number Average a, pemeeien Percentage 

Income Pp Y tive Personal of Income ate onsumMP~ Nistribution 
ersonal i ‘ sys Saving- tion Ex- 

Class Income ~22%. Income Families After I 1i of Consump- 
Before Tax (pitiyng) Rate* After Tax (Millions) Tax “Rrame P&RGUUTES “tion Ex- 
(Thousands) ene (Billions) atio (Billions) penditures 

(1) (2) (3) (4) (5) (6) (7) (8) 

Under $2 $ 85 23% $ 83 76 $ 1,092 -30%° $108 4.0% 

$2 Under 4 37.1 5.2 35.2 12.1 2,909 - 2 35.9 13.2 
4 Under 6 67.4 68 62.8 13.6 4618 3 60.9 223 
6 Under 8 63.9 8.6 58.4 92 6,348 6 54.9 20.1 
8 Under 10 442 9.0 40.2 5.0 8,040 10 36.2 133 
10 Under 15 51.9 9.9 46.8 43 10,884 17 38.8 14.2 
15 and Over 65.0 19.6 523 2.5 20,920 33" 35.0 128 
Total 338.0 304.0 543 272.5 100.0 
*For 1957. 





> These figures are approximations from free hand extrapolations in Chart 1. 
_ Source: Cols. (1), (2), (4), Survey of Current Business, April 1959, pp. 11, 16. (In some cases 
income classes in this source were combined for the purposes of the above table.) Col. (3) = Col. 
(1) x (100-rates in Col. (2)). Col. (5) = Col. (3) + Col. (4). Col. (6) estimated from Chart 1. 
Col. (7) = Col. (3) x (100-ratios in Col. (6)). Col. (8) calculated from Col. (7). 
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PROPERTY TAXATION IN THE 50TH STATE 


Y. S. LEONG AND ROBERT M. KAMINS * 


UDGING from its voluminous, criti- 
cal literature, one might suppose the 
property tax to be one of the worst, 
most inequitable levies ever imposed by 
constitutional governments. As a nov- 
elty, we are presenting here a brief his- 
torical account and analysis of one of 
the better, less discriminatory property 
taxes—that of the new state of Hawaii. 
The tax institutions described in this 
article have existed without disruption 
under both territorial and state govern- 
ments. Statehood, per se, has had no ef- 
fect on Hawaii’s tax structure. 


HISTORICAL DEVELOPMENT OF THE TAX 


In the early days of the Hawaiian 
kingdom, soon after the establishment 
of sovereignty over the Islands by 
Kamehameha I around 1810, there was 
collected a tax on land in the form of 
tribute, exacted by the king from his 
chiefs, the chiefs from the landlords, 
and the landlords from the commoner- 
tenants. It was not until 1839 that 
the property tax was first levied by law 
on both land and personal property, the 
taxable value of which consisted mainly 
of horses and other domestic animals. 
Because the land tax, whose burden fell 
largely on the commoners, was judged 

* The authors are Professors of Economics at the 
University of Hawaii. Dr. Kamins is currently on 


leave to serve as the administrative assistant to U.S. 
Senator Oren E. Long. 


1 For a history of the development of Hawaii’s tax 
system, including the property levy, see Robert M. 
Kamins, The Tax System of Hawaii, University of 
Hawaii Press, 1952, pp. 154-80. 
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to be unequal and unjust, it was abol- 
ished by decree in 1851. The personal 
property tax, however, was continued, 
serving as a major source of internal 
revenue for the kingdom. 

Following the adoption of a written 
constitution in 1840 and the Great 
Mabele (the division of the land, hith- 
erto held by the king only, among the 
inhabitants of the Islands, which began 
in 1845 and continued into the latter 
part of the next decade) the tax on land 
or real property was revived. By an act 
of 1859 a truly ad valorem tax, com- 
parable to that of some of the United 
States, was levied on realty. Taxpayers 
were required to report the full value of 
their real property annually and to fur- 
nish information on all employees and 
persons residing with them who were 
subject to the property or poll taxes. 

During the post-revolutionary Provi- 
sional Government (1893) and the Re- 
public of Hawaii (1894-98) the prop- 
erty tax remained unchanged, with 
levies on real and personal property sup- 
plying approximately two-thirds of the 
internal revenues. 

The succeeding government, organ- 
ized as an incorporated territory of the 
United States in 1900, adopted the Re- 
public’s real and personal property tax. 
The tax continued to be the mainstay 
of the territorial tax structure until the 
early part of the 1930’s, notwithstand- 
ing the adoption of net income taxes to 
replace in part the custom receipts, 
which were abolished when Hawaii was 
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annexed. Prior to 1930, the property 
tax contributed from one-half to four- 
fifths of the territory’s tax receipts. 
Following the Great Depression, and es- 
pecially after the enactment of a gross 
income tax, a tax on wages and divi- 
dends and the motor fuel tax, the rela- 
tive importance of the property tax de- 
clined. In recent years it has been 
supplying between 13 and 15 per cent 
of total revenues. 

During the past six decades since Ha- 
waii has become a part of the United 
States, the structure of the real prop- 
erty tax has remained practically un- 
changed; in fact, it is essentially the 
same tax which existed in the later years 
of the Hawaiian kingdom. (The per- 
sonal property tax was progressively re- 
duced in scope until, by 1938, it applied 
to industrial equipment, business inven- 
tories, and little else. It was repealed in 
1948.) 

A constant during this history of 
change has been the central administra- 
tion of the property tax. Under the 
Kingdom, Republic, Territory and State 
alike, the tax has been imposed and ad- 
ministered by the central government. 
Even after all revenues of the property 
tax had been dedicated to the fiscal 
needs of the counties (1911) the terri- 
torial, now state, tax office has con- 
tined to assess and collect the levy, al- 
locating the entire annual collection to 
the counties,” or for their benefit, not 
even deducting the expenses required to 
administer the tax. 

Within this central administration 

2 The counties of Maui, Kauai and Hawaii, plus the 
city-county of Honolulu, comprise the major units of 
local government within the state. Among the minor 
units, the Honolulu Urban Redevelopment Agency 
has limited property taxing power—exercised through 


the city-county budget—while the soil conservation 
districts have none. 
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there evolved methods of setting the tax 
rate. Under the Kingdom a uniform 
rate prevailed throughout the four ad- 
ministrative divisions into which the Is- 
lands were grouped. The Minister of 
Finance met annually with assessors of 
the four divisions to equalize the tax on 
the basis of the assessment data assem- 
bled. Rate uniformity was adopted by 
the Republic and then by the territorial 
government, which continued it until 
1911, when (in connection with dedi- 
cating all revenues of the tax to the 
counties) rates in each county were per- 
mitted to vary with the latter’s budg- 
etary needs and tax base. Varying rates 
continued to be set in the several coun- 
ties, but territorial tax legislation set 
limits either upon the amounts to be 
raised or the tax rates in each county. 
Thus between 1933 and 1957 the maxi- 
mum rate in each county was deter- 
mined by the revenue ceiling set by the 
legislature. Increases in the tax base 
through economic growth or reassess- 
ment merely decreased rates, until the 
legislature from time to time lifted the 
revenue limit. 

Since 1957 a statutory maximum on 
the rates for each county has been pro- 
vided, ranging from $16 to $18 per 
$1,000 of assessed value. The counties 
can set their rates within their respec- 
tive ceilings, but have no power to 
classify or otherwise distinguish between 
various types of property. Identical 
rates apply throughout any county: for 
example, to urban and rural lands. 

A high degree of centralization in 
Hawaii’s government helps explain some 
of the unusual characteristics of Ha- 
Waii’s property tax. Functions gener- 
ally assumed by units of local govern- 
ment elsewhere in the United States 
have been undertaken by the central 
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government of Hawaii from the begin- 
ning of such services. For example, 
public education, usually a function of 
local government and usually supported 
primarily by the property tax, has tra- 
ditionally been carried on and financed 
by the central government of Hawaii. 
So it is with public health and welfare 
functions. The effect has been to re- 
lieve property owners, as such, of the 
burden of financing public education, 
health and welfare. Consequently, while 
Hawaii’s over-all state tax burden is 
among the heaviest in the United States, 
its property tax on urban realty has 
been among the lightest. 


STRUCTURE OF PRESENT TAX 


Tax Base 


The base of the property tax is de- 
termined primarily by the statutory 
definition of taxable property, the scope 


of exemptions, the ratio of assessed valu- 
ations to market values of the property, 
and the frequency with which the as- 
sessments are adjusted to a rapidly 


changing real estate market. Each of 
these factors is discussed in turn. 

As previously indicated, since 1948 
only real property has been taxed in Ha- 
waii. By statute, “real property ” in- 
cludes land, buildings and other im- 
provements on land, but excludes a 
lengthly list of items which the legisla- 
ture has chosen to treat as personal 
property and therefore exempt from 
taxation, e.g., crops, machinery, public 
utility equipment, etc. Unfortunately, 
it is not feasible to itemize all borderline 
property, and consequently the asses- 
sors and taxpayers have been left to de- 
cide whether marginal items are exempt 
personalty or taxable realty. 

This shortcoming in statutory defini- 
tion recently led the Public Administra- 
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tion Service to suggest that taxable 
property be defined in Hawaii to in- 
clude “all land and the appurtenances 
thereof and the buildings, structures 
and improvements erected on or affixed 
to the same and any fixtures expressly 
required by law to be assessed and taxed 
as personal property,” and that the fore- 
going exclusions be divorced from the 
definition of “ property” and instead 
be designated as specified exemptions.* 
The recommendation has merit in that 
the proposed language implies that the 
legislature may tax any property it 
chooses. The legislature, for example, 
may from time to time exempt certain 
types of property for reasons of policy, 
leaving realty not specifically exempt 
subject to tax. The proposed definition 
would readily allow for the taxation of 
cars, trucks, machinery, and other fix- 
tures, whose value can easily be ascer- 
tained and assessed, should the legisla- 
ture so desire. 

Hawaii’s tax statutes require taxable 
real property to be assessed at its “ fair 
market value;” furthermore, taxable 
land is to be assessed in accordance with 
its ““ highest and best use,” regardless of 
whether it is actually put to such use. 
“Fair market value” (as in similar 
statutory requirements of other states) 
is not defined, but presumably it means 
the price at which the property could 
be sold on the open market at the time 
of assessment. The highest-and-best- 
use requirement is not easy to meet sat- 
isfactorily. Where the property seems 
to be put to its best use now and in the 
predictable future, there is no problem. 


3 Public Administration Service, Real Property As- 
sessment in Hawaii, A Survey Report (1958), p. 132. 
This report was made under a contract with the Tax 
Commissioner of Hawaii to survey real property tax- 
ation practices in Hawaii and to make recommenda- 
tions for improving this levy. 
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But what of a piece of property, now in 
one use, which might be expected to 
yield a higher income if put to a differ- 
ent use? And what of property whose 
higher use is not immediate but foresee- 
able in the near future? 

What ultimate effect this prescription 
will have on assessment practices and on 
rate limits remains to be seen, for it was 
legislated only in 1957. The intent is 
probably to put the Tax Commissioner 
and taxpayers on notice that lands held 
idle, or put to nominal or uneconomic 
uses pending further appreciation in 
value, are to be assessed on the basis of 
some immediately possible higher or bet- 
ter uses, and hence at higher values than 
at present. The tax office may be able 
to develop a classification of taxable 
lands based on higher and better uses 
that are immediately possible. This can 
be done only incompletely in the near 
future, but perhaps more comprehen- 
sively in years to come. Based on geo- 
logical, agricultural and economic re- 
search, such classifications could yield 
not only higher but more uniform and 
equitable assessments. 


Exemptions 


The second major factor affecting 
Hawaii’s property tax base is the large 
amount of real property exempted from 
this levy. In 1959 approximately half of 
the realty value was eliminated from the 
tax base. Largely because of the exten- 
sive holdings of the military in Hawaii, 
property controlled by the three levels 
of government amounted in 1959 to 
$757 million, or more than 44 per cent 
of gross assessed values. 

Government owned property, to the 
extent that it remains under the posses- 
sion of and in use by the three levels of 
government, is, of course, outside of the 
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area of legislative control. Without per- 
mission of Congress, realty holdings of 
the federal government cannot be taxed, 
and there is no point in the central 
government taxing itself or its counties 
for the benefit of the latter. 

Other exemptions, which are granted 
by statute, may, however, be returned 
to the tax rolls if the legislature so 
chooses. Although these are small in 
comparison with government exemp- 
tions, (about one-third as large in 1959) 
they are nevertheless substantial in terms 
of revenues foregone, and are steadily 
growing. They should, therefore, be 
critically examined. These exemptions 
include homes, privately owned lands in 
forest reserves, properties used by educa- 
tional, eleemosynary and religious or- 
ganizations, property of certain classes 
of physically handicapped persons, prop- 
erty of public utilities companies, and 
property used in the manufacture of 
certain products or farming of certain 
crops specified by law. 

The law exempts public utilities com- 
panies from the property tax because it 
imposes a specific levy on their gross 
operating revenues. This public utility 
tax yields a higher revenue than the 
property tax would produce were it ap- 
plied instead to utility companies. 

Property tax exemptions—usually for 
a period of five years—had been offered 
to induce investors to enter into desig- 
nated industries, their outputs ranging 
from the production of sandalwood arti- 
facts and paper from sugarcane fibre to 
television films. The loss of revenues 
from these exemptions has been rela- 
tively small. 

More costly has been the number of 
specific exemptions of property granted 
by statute to educational, eleemosynary 
and religious institutions. There are 
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now 69 such exemptions in the property 
tax law, with more to be expected from 
future legislatures. 

In 1957, the legislature considered 
but did not enact a legislative measure 
which would have consolidated into 
general language all specific exemptions 
granted, set forth policy and criteria for 
granting additional institutional exemp- 
tions, and made the tax office responsi- 
ble for scrutinizing operations of ex- 
empted organizations so as to insure that 
their activities conform to the purposes 
for which exemptions were originally 
sanctioned. It is doubtful if the pro- 
posed law would have eliminated many 
of the existing specific exemptions, which 
are virtually standard throughout the 
United States. Nevertheless, from the 
standpoint of good administration there 
is merit in placing all exemptions under 
a general statute of the nature just out- 
lined. 

Owner-occupied homes constitute the 
largest class of private property tax ex- 
emptions, in 1959 amounting to 8 per 
cent of total assessed values. At the 
going tax rate of $15 per $1,000 of as- 
sessed valuation, these exemptions could 
have yielded a revenue of $2.6 million. 

The long-standing home exemption 
ranges up to $3,250. (An owner-oc- 
cupied home is completely exempt on 
the portion of its assessed value up to 
$1,500, plus one-half of that portion 
between $1,500 and $5,000, or an addi- 
tional exemption up to $1,750.) How- 
ever, in linking the rate ceiling for each 
county to an assumed ratio of 70 per 
cent of market value, the law permits 
the tax commissioner (1) to raise the 
assessment ratio, and lower the rate 
limits proportionally or (2) to lower 
the ratio, and raise the rate limits pro- 
portionally. By exercising his power to 
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raise the assessment ratio above 70 per 
cent, and by adjusting the rate ceiling 
proportionally downward, he could in 
effect redistribute the tax burden by 
raising the taxes of the home owners 
and lowering those of other taxpayers 
who do not occupy their own homes. 

In fact, the value of the home own- 
ers’ exemption has been progressively 
diluted by increases in the assessment 
ratio since World War II. In 1948 it 
was about 20 per cent. In 1957 (ac- 
cording to Public Administration Serv- 
ice, Real Property Assessment in Ha- 
waii), the ratio in Honolulu averaged 
§0 percent. In 1960 it was still higher. 

This dilution by administrative action 
offers a more subtle and more politically 
feasible means of approaching greater 
equality of tax burden between home 
owners and non-home owners than a 
frontal legislative attack on the nominal 
value of the home exemption. Further- 
more, this approach may be more equi- 
table. Outright repeal of the home ex- 
emption is more likely to be capitalized 
(and so accrue as a windfall to present 
owners) than is the boosting of assess- 
ment ratios, particularly if the increase 
is made gradually. 

Comparable and accurate statistics on 
exemptions for other state jurisdictions 
imposing the property levy are gener- 
ally lacking. Such data as are available 
indicate that exemptions are widespread 
and substantial, and have been increas- 
ing among other jurisdictions,* but it is 
doubtful that there are many states that 
exceed Hawaii’s over-all exemption of 50 
per cent of total assessed valuation of 
exempted and taxable real property, ex- 
cept possibly among those nine western 


4 See, for example, Mabel Newcomer, “The Growth 
of Property Tax Exemptions,” National Tax Journal, 
June 1953, pp. 116-28. 
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states where federal lands amount to a 
third or more of total acreage.® 

Since the end of World War II, the 
proportion of exempted property in Ha- 
waii has remained almost unchanged. 
There is, however, some hope that the 
extensive holdings of the United States 
(nominally valued at $484 million in 
1959) may be reduced in the near fu- 
ture. Under the Congressional act ad- 
mitting Hawaii as a state, the federal 
government by August 1964 must 
choose the land it will retain and return 
the rest to Hawaii. The state, in turn, 


is under increasing pressure to sell or 
lease its lands to private users. 


TAX ADMINISTRATION 
Role of Counties 


Assessment of real property is cen- 
tralized in the “‘ Hale Auhau,” the tax 
office of Hawaii, with the state tax com- 
missioner responsible for assessing some 
140,000 parcels of property in the four 
counties. The tax office is organized into 
four geographical divisions, each con- 
terminous with a county and adminis- 
tering the tax on real property as one of 
its several functions. The Honolulu di- 
vision is under the deputy tax commis- 
sioner in charge of real property. Each 
of the other three divisions maintains in 
the respective county an office under an 
assessor-collector, who, tozether with his 
subordinates, has the responsibility of 
assessing the real property of his county.® 
Except for the actual appraising of the 
property and hearing of appeals by a 
board of review, both of which are de- 


5 U.S. General Services Administration, Inventory 
Report in Real Property Owned by the United States 
Throughout the World, 1959. 


6 With the exception of sugar, pineapple and ranch 
lands which are centrally assessed by the state tax 
office in Honolulu. 
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centralized to the division office in each 
county, the other functions connected 
with assessments (including mainte- 
nance of tax maps and of the assessment 
rolls, punch-card processing of assess- 
ment notices and tax bills, etc.), are 
concentrated in Honolulu. 

A recurring legislative issue in Hawaii 
is whether the administration of the 
property tax should continue in the 
central tax office or should be trans- 
ferred to the counties, which receive all 
the revenues from this levy. Central- 
ization of tax administration in the state 
tax office, under civil service, has avoided 
the rapid turnover of personnel, poli- 
ticking and resulting inferior assessment 
work which characterizes property tax 
assessment in many mainland jurisdic- 
tions, where the administration of the 
tax is placed in local governments. 
Consequently an argument against trans- 
ferring the assessing and collection func- 
tion from the state to the counties is 
that it might jeopardize the profession- 
alism of property tax administration; 
county administration may be less effec- 
tive, more subject to political influence. 

However, proponents of the transfer 
have argued that the professional disin- 
terestedness of the state tax office in the 
level of assessment is indeed too great, 
that the legitimate concern of the coun- 
ties in their tax bases should give them 
some voice in setting the level of assess- 
ments and in assuring themselves that 
parcels are not under-assessed. Further- 
more, they say, there is no inherent rea- 
son why county assessors cannot be 
quite as skillful and incorruptible as 
state personnel. 

Means of increasing the role of the 
counties in property tax administration 
can be devised. One would be to main- 
tain a centralized state assessment, but 
to require a review by each county gov- 
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ernment of assessments within its area 
through an officer or commission re- 
sponsible to the county board of super- 
visors, empowered to review assessment 
procedures. In the event of disagree- 
ment with the state assessors the county 
review authority could appeal to the 
board of review or tax appeal court, just 
as a protesting property owner can do.’ 
To work at all well, the county review 
authority must be technically compe- 
tent and strictly non-political. 

Alternatively, the counties could be 
given the entire responsibility for the 
assessment function. Under this ar- 
rangement they might still obtain the 
services of the state tax office in assessing 
areas of particular difficulty—such as 
plantation lands, water sources, or min- 
eral deposits—where each county may 
not be able to obtain the services of spe- 
cialists. 

The question of equalization arises, if 
counties are given the assessment power. 
The need for equalization, the process of 
determining that assessment procedures 
in each county are sufficiently alike to 
yield substantially similar ratios of as- 
sessed-to-market values, is not nearly so 
strong in Hawaii as it is in mainland 
jurisdictions where property is subject 
to taxation by several units of govern- 
ment. However, the state does have 
some concern, if for no other reason 
than that its constitutional debt limit 
depends on the level of property assess- 
ments. 

Politically, the critical issue is that of 
legislative control over county property 
tax collections. If the legislature con- 
ceives that it is responsible for seeing 


7A bill granting the counties the right to appeal 
state assessments was passed by the last territorial 
legislature (May 1959) but was vetoed by the gover- 
nor. It was again introduced at the first state legis- 
lative session (August 1959) but failed to pass. 
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that counties do not exceed certain 
maxima in the imposition of property 
taxes—and this would seem to be the 
purpose of the statutory rate limits—it 
would want assurances that the effective 
limits are not exceeded through the as- 
sessment process. Without some check 
on the level of assessment, for example, 
assessment at 90 per cent of market 
value, rather than the 70 per cent now 
contemplated by statute, would enable a 
county to increase its property tax base 
and revenues under existing rate ceil- 
ings by over 28 per cent (computing 
the ratio of 90 to 70). 

If it were desired to retain this check 
and to maintain a general uniformity in 
assessment methods and ratios through- 
out the state, an equalization board 
similar to state equalization agencies in 
many mainland jurisdictions might be 
established. Depending on how large 
the legislature thinks the stake of the 
state government in assessment to be, 
the power of the equalization agency 
could be as little as that of merely ad- 
vising the counties, as much as unilat- 
erally adjusting all county assessments 
which were determined by the agency 
to be too high or too low. 


Appraisals of Administration 


Has Hawaii’s property tax been ad- 
ministered uniformly and equitably? 

To answer this question propounded 
by the territorial government in 1957, 
the Public Administration Service made 
a study of the sales-assessment ratios, 
using all valid 1957 transactions as re- 
corded in the Bureau of Conveyances, 
agricultural land leases entered into in 
the preceding seven years (five years for 
ranches), and estimates of value based 
on capitalization of gross income of 
sugar plantations in the four counties. 
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All values so derived were then com- 
pared with the 1957 assessments of the 
same properties selected for inclusion in 
the sample. Percentage ratios of sales 
or other values to assessments were com- 
puted and measures of level of assess- 
ment, dispersion and reliability were 
calculated by standard statistical meth- 
ods.® 

To measure the level of assessment, 
the arithmetic averages of the sales-as- 
sessment or lease-assessment ratio were 
computed.® Since the assessment ratio 
in 1957 was assumed to be 70 per cent 
of the fair market value, perfection 
would result in computed ratios of 70 
per cent for all transactions. This 
would mean that each assessor had ap- 
praised each piece of realty at exactly 
the price at which it was later sold—a 
coincidence most unlikely to occur. 

However, while it is impossible 
through mass appraisal to obtain a 
given assessment ratio with zero varia- 
tion, it is feasible to arrive at an average 
ratio of a given size, say, 70 per cent of 
market price, with a low degree of dis- 
persion, if well trained assessors uni- 
formly applied standard appraising pro- 
cedures. 

As shown in the accompanying table, 
the mean ratio of assessed to market 
value proved to be about 50 per cent, 
rather than 70 per cent contemplated 

8 Public Administration Service, op. cit., pp. 85-94. 


8 The mean of the assessment ratios is considered 
to be a more satisfactory measure of assessment levels 
than the median because the positive skewness usually 
occurring in assessment-ratio dispersions tends to un- 
derstate the assessment level and to minimize inequali- 
ties of assessment levels among counties. See James 
K. Hall, “ Sales-Assessment Ratio Survey in Wash- 
ington,” National Tax Journal June 1956, pp. 183- 
85, and Federation of Tax Administrators, Guide for 
Assessment-Sales Ratio Studies, pp. 22-24, for discus- 
sion of the relative merits of the mean and median 
ratios as measures of central tendency to determine 
the assessment levels. 
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by statute,’ for all classes of real prop- 
erty where a significant number of 
realty transactions took place in 1957. 
The average ratios for Honolulu, Maui 
and Hawaii were closely bunched, while 
that for Kauai, for which the sample is 
the smallest and least reliable, is some 5 
or 6 percentage points less. Leased sugar 
lands whose market values were meas- 
ured by actual rentals give a mean as- 
sessment ratio of 61 per cent, while 
those other sugar lands whose market 
values were estimated by capitalizing 
the assumed gross-income leases show a 
ratio of 50 per cent. The average lease- 
assessment ratio for pineapple lands is 
§8 per cent. (That for ranch lands is 
81 per cent, but little significance is to 
be attached to the high ratio for ranch 
lands because of the inconclusive na- 
ture of the data used.) The average 
sales-assessment ratio for large parcels of 
vacant or agricultural lands is lower 
than those for smaller tracts of similar 
lands, a fact probably indicating that in 
Hawaii, too, assessors have more difh- 
culty in appraising the value of larger 
tracts of land. 

How does Hawaii’s level of assess- 
ment, as represented by the mean sales- 
assessment ratio, compare with those of 
other states? Data on sales-assessment 
ratios by states for a six-month period 
in 1956, compiled by the Bureau of the 
Census, show that the mean ratios of as- 
sessed to market values for most of the 
states are considerably lower; that only 
those of three, Delaware, Maryland and 
Rhode Island, are higher; and those of 
two other states, New York and Wis- 
consin, and the District of Columbia are 
slightly lower than the average ratio for 


10In 1960 the Hawaii tax office substantially in- 
creased the level of assessment, seeking to approach 
a 70 per cent average ratio. 
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TABLE I 


SELECTED MEASUREMENTS OF RELATIONSHIP BETWEEN MARKET 
AND ASSESSED VALUES IN Hawan, 1957 








Weighted 
Assessment 
Ratio ® 


Number 
of Sales 
or Leases 


Standard 
Error‘ 


Coefficient of 


Average 
Dispersion * 


Deviation? 


Mean 
Ratio” 





Sales: 
County: 


Honolulu 475 


37.5 
33.2 
39.9 


216 
32.9 
415 
52.5 


10.5 
16.3 
20.4 
23.1 


48.8 
49.6 
49.1 
44.0 


Sugar Lands: 
Actual Leases ... 
Fair Rental*® .... 
Pineapple Lands ... 


60.0 
51.1 
41.0 
413 


30.2 
11.2 
23.4 
63.6 


18.5 

56 
13.5 
51.3 


61.2 
49.9 
57.7 


Ranch Lands 80.7 





Source: Public Administration Service, Real Property Assessment in Hawai, 


pp. 89, 92, 95. 


1 Total of individual sales-assessment or lease-assessment ratios in per cent divided by the 


number of sales or leases. 


?Sum of the individual plus and minus deviations from the average assessment ratio (with- 
out regard for sign) divided by their number, or the average amount by which the individual 


ratios differ from their mean ratio. 


® Average deviation divided by the mean assessment ratio, the resulting ratio being multi- 


plied by 100 to express it in terms of per cent. 


‘This is the standard error of the mean, which is the standard deviation (square root of the 


mean of the squared deviations) divided by the square root of the number of items. 


The stand- 


ard deviation of the mean ratio in per cent for Honolulu is 15.3; Maui, 22.2; Hawaii, 23.8; and 


Kauai, 27.1. 


These are used to compute the standard error. 


®> Total assessed value of sales or leases divided by the total market value of real properties 


sold or of leases included in the sample. 


*The fair rentals for sugar lands were computed by capitalizing assumed gross-income leases, 
the provisions of which vary in accordance with productivity of the lands. 


* Not computed. 


Hawaii." Such data on mean sales-as- 
sessment ratios as are available by county 
for mainland jurisdictions indicate that 
they are much lower, and that they 
vary substantially more among coun- 
ties than in Hawaii.’” 


11 U.S. Bureau of the Census, Assessed Values and 
Sales Prices of Transferred Real Property, No. 7, May 
5, 1958, p. 6. It should be noted that the Census 
average-ratio figures for each state are obtained by 
dividing the total assessed values of property sold by 
the aggregate of their sales prices, and are, there- 
fore, comparable with our weighted average assess- 
ment figures rather than the mean-ratio figures. 


12 Compare: Subcommittee on Revenue and Taxa- 
tion of the State Legislative Council, 1953-1955 Bien- 
nium, A Study of Real Property Assessment in the 


The low coefficient of dispersion for 
Honolulu indicates that parcels of realty 
in that county were assessed more uni- 
formly and hence more equitably than 


those of the other counties. Leased 
sugar and pineapple lands were assessed 
with relative uniformity, but ranch 
lands, with a coefficient of 64 per cent, 
show less effective assessment. 
Reference to column 5 of the table, 
showing the standard error, indicates 





State of Washington (December 1954), p. 12; Ten- 
nessee Legislative Council, Property Assessment Ad- 
ministration in Tennessee 1955 (Report to the 
County Tax Assessment Subcommittee of the Legis- 
lative Council Committee). 
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how reliable each of the sample mean 
ratios is as an approximation of all the 
property in the respective county or of 
all the lands in the respective category. 
For Honolulu (the standard error of the 
mean being 0.3 and the sample mean 
48.8 per cent) the chances are roughly 
2 times out of 3 the means of all possi- 
ble samples of similar size (2,287) will 
be within 48.8+0.3, or between 48.5 
and 49.1, and that practically all sample 
means will be within three standard 
errors of 48.8, or between 47.9 and 49.7. 
The conclusion is that the mean sales- 
assessment ratio for Honolulu is excep- 
tionally reliable. The standard errors of 
the means for the other counties are 
higher, but are still considered to be suffi- 
ciently low to validate the sample means 
found for these three jurisdictions.** 


Conclusions 


In view of the above findings, what 
conclusions can be drawn with respect 
to the quality of Hawaii’s property tax 
assessments? In general, Hawaii’s tax 
administration is to be commended on 
the relative uniformity of its assessments 
as reflected in the low degree of disper- 
sion of the mean ratios within and 
among the four counties. The few 
available studies of sales-assessment ra- 
tios for other states show that Hawaii 
has a relatively high average sales-assess- 
ment ratio and a low degree of disper- 
sion. 

13 Such studies of sales-assessment ratios by coun- 
ties as are available indicate that the standard error 
of the sample means of sales-assessment ratios for 
Hawaii’s counties are similar in size to those of main- 
land jurisdictions. Compare, for example, the stand- 
ard error of the mean ratios for Washington counties 
in A Study of Real Property Assessment in the State 
of Washington, Subcommittee on Revenue and Taxa- 
tion of the State Legislative Council, 1953-1955 
Biennium, p. 15, and see pp. 6-7 for a discussion of 


the reliability of the mean ratios for Washington 
counties, 
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Hawaii can improve on a good record. 
Modernization of assessment procedures 
and techniques was begun under the 
guidance of the Public Administration 
Service while it was making the 1958 
survey of Hawaii’s real property assess- 
ment practices. Since then a technical 
staff has been established in the prop- 
erty tax division of the state department 
of taxation whose main functions are to 
develop a classification system for land 
and improvements that will facilitate 
mass appraisal of real property, to do 
valuation research on a continuous basis, 
and to provide necessary training and 
instructions for assessors. Use of the 
new mass appraisal methods in revaluing 
all real properties began this year. 

Under a comprehensive classification 
of real property, urban land, buildings 
and other improvements are to be so 
homogeneously grouped that the same 
value factors, obtained from valuation 
research, may be applied to each parcel 
of property within a group to determine 
its market value. This classification 
should result in greater objectivity by 
the assessors, more standardized pro- 
cedures of appraisal and greater uni- 
formity in assessments than in the past. 
The development of new methods for 
classifying rural lands, so urgently 
needed, must await the completion of a 
soil classification being conducted by the 
University of Hawaii. In the mean- 
time, rural property is being revalued 
according to existing methods, based 
largely on crops produced, but modi- 
fied by an interim classification intended 
to bring about greater consistency in as- 
sessments. 

A sound classification for property 
taxation must be reenforced by valua- 
tion research. Underway by the tech- 
nical staff are such research projects as: 
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determination of relevant cost factors 
for each type of building; analyses of 
realty sales and leases; the development 
of procedures for appraising leaseholds 
owned by large estates, so prevalent in 
Hawaii. Especially challenging is the 
formulation of criteria for determining 
zones of actual and potential use of land 
which will give reality to the statutory 
requirement that land shall be assessed 
according to its “ highest and best use.” 

A test of the new techniques has al- 
ready been made. Using the same 


sample of Honolulu properties as was 
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employed for 1957 (in the above table), 
but applying the tentative assessed val- 
ues obtained by the new techniques, the 
mean ratio of assessed-to-market values 
rose to approximately 65 per cent. The 
coefficient of deviation dropped from 20 
to 13 per cent. 

All these changes in the assessment 
process, the results of which will not be- 
come evident until after 1960, may well 
make the real property tax of the last 
state to be admitted to the union the 
best among the 50 states—the most uni- 
form and hence the most equitable. 





ECONOMICS OF THE INTERNATIONAL 
BASE COMPANY 


ROBERT A. SOLO * 


The International Base Company 
ees boa’ American companies 


organize a subsidiary, incorporated 
in a foreign jurisdiction, to handle that 
company’s foreign trade and invest- 
ment. What was formerly the interna- 
tional division of a domestic company 
becomes a subsidiary incorporated out- 
side of the federal tax jurisdiction. Such 
foreign subsidiaries of American com- 
panies, organized to carry out trade and 
investment transactions outside of the 
United States, are most frequently called 
“international base companies,” or sim- 
ply, “ base companies.” This paper will 


present the problem and the potentiali- 
ties of the international base company 
from the point of view (1) of the in- 
dividual firm, (2) of United States pub- 
lic policy, and (3) of the public policy 
of sovereignities other than the United 
States. 


The Base Company Device, and the 
Interest of the Private Firm 


The United States corporation handles 
its foreign business through a base com- 
pany rather than through an investment 
division of the domestic company be- 
cause, under the American tax law, the 
international base company is permitted 
to accumulate profits indefinitely with- 
out payment of the federal corporate in- 
come tax. This concession is of value to 


* The author is Research Director, National Plan- 
ning Association, Washington, D. C. 


the American corporation only inas- 
much as the total of foreign taxes de- 
ductable as a credit against the Ameri- 
can corporate income tax, (including 
the tax imposed on corporate income by 
the foreign jurisdiction wherein the base 
company is incorporated, plus the taxes 
levied directly on business activities) is 
less than the U. S. corporate income tax. 
Since base companies may be incorpo- 
rated in jurisdictions, Panama or Vene- 
zuela for example, where there is no tax 
on corporate income from sources out- 
side of those jurisdictions, and since 
taxes on business activities carried on 
within foreign jurisdictions may be low 
or negligible, the additional profits which 
can be accumulated through the use of 
the base company device are likely to be 
substantial. In any case, thousands of 
American companies are thus organized 
for the purpose of retaining a larger 
share of their profits made through 
transactions abroad. 

The American company is unlikely 
wholly to escape tax liabilities on the ad- 
ditional margin of profits which it is 
able to retain through the use of the 
base company. If and when it chooses 
to repatriate profits to the parent com- 
pany, then an income or capital-gain 
tax must ordinarily be paid. Neverthe- 
less the possession of funds, which other- 
wise would have been taken by the tax 
collector, to be freely reinvested for an 
indefinite period, is a most significant 
advantage which, from the viewpoint of 
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the individual firm, invites the use of 
the base company. 

There are also disadvantages in oper- 
ating through a base company. These 
disadvantages derive from two elements 
which should be carefully differentiated, 
namely the disadvantages of foreign in- 
corporation and the disadvantages of be- 
ing required to locate headquarters oper- 
ations outside of the United States. 

A company incorporated outside of 
the jurisdiction of the United States is 
deprived of certain benefits which are 
available to American companies. These 
benefits, primarily, are the rights to in- 
sure foreign investment with ICA 
against seizure, war damage and cur- 
rency-exchange loss and the right simi- 
larly to insure credit extended on 
trading transactions through the Im- 
port-Export Bank. Other services are 
allegedly extended to the foreign oper- 
ations of American corporations by the 
Department of Agriculture and Com- 
merce. 

The importance of these benefits of 
American incorporation are hard to as- 
sess. Import-Export insurance on short 
term credit is only recently available. 
ICA is currently insuring only 98 firms 
for a total investment of a mere $400 
million, although applications to insure 
a billion dollars of investment are pend- 
ing. No such insurance is allowed (since 
1959) on investment in Britain, France, 
Germany, the Netherlands, and Japan, 
on the grounds, presumably, that they 
are not “ underdeveloped.” While in- 
surance on investment in such countries 
as Brazil, Iraq and Indonesia is also ex- 
cluded, presumably because in these 
countries those agreements which must 
be concluded between the ICA and the 
countries which are to be recipients of 
insured investment, covering converta- 
bility and/or war risk, and/or expro- 
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priation have not yet been reached. 
Such agreements, which are a precondi- 
tion to writing any insurance, are not 
always easy to obtain. Indeed, agree- 
ments have been reached with only 12 
nations covering convertability, expro- 
priation and war risk. After the agree- 
ments between ICA and the foreign 
governments have been made, individual 
companies seeking insurance must reach 
on their own, further agreements with 
the governments of the nations in which 
they plan to invest. Such benefits, in 
other words, are of no relevance to a 
wide range of international business ac- 
tivities, and in any case, appear ordi- 
narily out of the reach of any but the 
largest corporations. Another possible 
disadvantage of foreign incorporation is 
the possibility of being excluded from 
the “buy American” requirements in 
overseas purchasing by United States 
agencies. Such exclusion would seem 
unlikely, however, when the base com- 
pany merely distributes goods which are 
produced in the United States by its 
parent corporation. 

These then are possible disadvantages 
to the American company through the 
incorporation of a subsidiary abroad. 
Aside from these there are also disad- 
vantages of shifting a part of the com- 
pany’s “headquarters function” out- 
side of the United States. In its essence, 
the base company is merely a formal ar- 
rangement. Take, for example, hypo- 
thetical “* Acme Corporation ” that has 
an “international division” to handle 
its foreign business with the headquar- 
ters of this division, complete with vice- 
presidents, research staff, exchange ex- 
perts, and accountants, located side by 
side with the other operating divisions 
of the Acme Corporation in the Acme 
Building in Manhattan. Suppose that it 
is decided to set up a base company 
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* Acme International” to handle Ac- 
me’s foreign transactions. Acme Inter- 
national could be incorporated in Vene- 
zuela as a wholly owned subsidiary of 
Acme. The vice-president in charge of 
foreign sales could be made President of 
Acme International, and all the business 
of the international division could hence- 
forth be carried on the books under the 
name of Acme International, every- 
thing else conceivably, remaining just as 
it was. In terms of operational organ- 
ization and the location of personnel, 
there would have been no change at all. 
Incorporation has changed, but opera- 
tions remained intact. This could hap- 
pen; no doubt, many times precisely 
such a merely formal change constitutes 
the organization of a base company. 

But now, the lawyer has his inning. 
He gives as his opinion that the profits 
accumulated by the base company will 
not be safe unless Acme International is 


a bona fide foreign company and no 


mere paper corporation. What is re- 
quired to make a base company into a 
bona fide foreign corporation? To this 
question there is no unequivocal answer. 
Some find it sufficient to hire the services 
of that Jamaican enterprise that will 
provide a Board of Directors, will hold 
annual, bi-annual or monthly meetings, 
pass resolutions, bill customers, maintain 
books, to any required degree of elabo- 
ratiness—depending on the fee. More 
likely a part, or the whole of the head- 
quarters operation, will be shifted 
abroad, in the expectation that this will 
render the company into a bona fide 
“ foreign ” operation in the eyes of the 
U. S. Treasury. Where the international 
business of an American corporation 
was, for reasons of operating conven- 
ience, already controlled from some 
foreign locale, then no problem arises: 
but when control must be shifted from 
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the United States, real problems are cre- 
ated. There are then bound to be costs 
of transference and of transition. There 
are 4 priori reasons to suppose here, as 
with any drastic change imposed on an 
operating agency for sake of legalistic 
conformity, that there would be some 
reduction in operating efficiency. Thus, 
for example, coordination might be 
handicapped by an “ artificial ” separa- 
tion of functional units. This is to say 
no more than that under the assumption 
of rational entrepreneurial choice, the 
structure of organization will tend to be 
distorted whenever considerations extra- 
neous to efficiency are introduced into 
the choice of a structure of organiza- 
tion. Since, in fact, the structure of 
corporate organization is more likely to 
be the consequence of historical chance 
than rational design, a tax-induced de- 
centralization may well result in greater 
efficiency as companies come to realize 
on the values of decentralized control 
adapted to the special circumstances of 
foreign operations. 

It should not be thought, however, 
that the U. S. Treasury requires that a 
subsidiary incorporated in (say) Vene- 
zuela should be a bona fide Venezuelan 
corporation. It is enough that it be 
bona fide foreign with headquarters 
operation somewhere outside of the Fed- 
eral tax jurisdiction. If our ‘“ Acme 
International ” is incorporated in Vene- 
zuela, the headquarters of the base com- 
pany will probably be located not in 
Venezuela, but in another country more 
convenient for carrying on the com- 
pany’s business. One important con- 
sideration in the location of the head- 
quarter’s operation will be that the tax 
liability on the activities and transactions 
of the headquarters operation, e.g., any 
tax on the income of foreign corporations 
from foreign sources, will be minimized. 
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To summarize, the use of the base 
company device requires incorporation 
in a foreign jurisdiction where corporate 
income taxes are low or nil. To insure 
acquiescence by the Federal tax authori- 
ties, it is also necessary that some head- 
quarters operations be maintained out- 
side the United States. The locale of 
foreign headquarters’ operations may or 
may not coincide with the locale of 
foreign incorporation. 

The advantage of the base company 
device is that it permits the retention of 
a higher proportion of gross profits than 
could otherwise be possible. Its disad- 
vantages are that through foreign incor- 
poration the opportunity to insure with 
Federal agencies against certain forms of 
political risk in foreign trade and invest- 
ment is precluded; and that through 
forcing a shift in a part of the com- 
pany’s headquarters organization to a 
foreign locale, managerial convenience 
and operating efficiency may be sacri- 
ficed, and costs of transference will be 
incurred. 

The Boggs Bill (HR 1007) has sought 
to allow the American company to in- 
corporate a subsidiary in the United 
States to handle its foreign transactions, 
with no federal income taxation to be 
leveled on the profits of that subsidiary, 
ie., enabling the incorporation of base 
companies in the U. S., rather than in 
some “ tax haven ” abroad. If this were 
accomplished, the aforementioned dis- 
advantages, from the point of view of 
the individual firm, that presently in- 
here in the use of the base company de- 
vice, would be removed. 


The United States Interest and the 
International Base Company 


What is at issue, essentially, are two 
elements of the United States tax code. 
The first is that which permits Ameri- 
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can companies or individuals to accumu- 
late and use a larger share of profits 
arising from investment or trading 
transactions abroad, than is allowed with 
respect to profits arising from domestic 
investment and domestic trading. The 
tax law, in other words, discriminates in 
favor of foreign vis-a-vis domestic in- 
vestment and trading by United States 
companies. 

The second element, which is entirely 
separable from the first, is the require- 
ment that domestic companies, in order 
to avail themselves of this tax conces- 
sion, must carry out their investing 
and/or trading operation in the name 
of a subsidiary incorporated in some 
foreign tax jurisdiction, and to a sub- 
stantial degree, must exercise control 
over that investing and/or trading oper- 
ation from some foreign locale. The ob- 
jective in what follows will be to con- 
sider, from the viewpoint of United 
States’ interest, these two elements of 
tax policy. 

Obviously, the first (tax discrimina- 
tion in favor of foreign trade and in- 
vestment) is a precondition to the sec- 
ond (foreign incorporation and for- 
eign headquarters operation as a 
means of gaining the proffered tax 
advantage). The second, however, is 
not necessary to the first. Discrimina- 
tion in favor of foreign investment may 
be as easily offered, and more easily con- 
trolled, where the foreign investment 
and trading activities of American com- 
panies are carried out by subsidiaries in- 
corporated in the United States, with 
headquarters in the United States rather 
than incorporated in and with the head- 
quarters operation in a foreign jurisdic- 
tion. Given the policy of discrimination 
in favor of foreign investing and of 
foreign trading, no social or economic 
advantages accrue to the United States 
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by requiring foreign incorporation and 
foreign headquarters for the operating 
entity. There are, on the other hand, 
disadvantages in this requirement; first, 
inasmuch as high level employment op- 
portunities are sacrificed through the 
shift of the headquarters function 
abroad; second, inasmuch as a forced 
shift in the headquarters function intro- 
duces a distorting element into the 
structure of operating organizations and, 
thereby, reduces our general level of 
economic performance; and third, inas- 
much as the removal of the loci of in- 
corporation to a foreign jurisdiction 
eventually reduces the American gov- 
ernment’s powers of social control. 
Further, this requirement forces com- 
panies to choose between two lures, both 
designed to increase foreign investment 
(tax concession and investment insur- 
ance) instead of allowing these two in- 
centives to work simultaneously towards 
their intended objective. Bluntly, to re- 
quire foreign incorporation of subsidi- 
aries handling foreign trading and in- 
vestment activities runs counter to pri- 
vate interests and to the public interest. 

The requirement of foreign incorpo- 
ration is indefensible, given a policy of 
discrimination in favor of foreign vis-a- 
vis domestic trading and investment. 
But this policy need not be taken as 
given. It need not be accepted. It also 
must be questioned and evaluated. 

The policy of tax discrimination in 
favor of foreign as against domestic in- 
vestment was evolved during a period of 
general “ dollar shortage ” and of a mas- 
sive program of public expenditure by 
the United States to rehabilitate the 
economies of the West, e.g. the Marshall 
Plan. Implicit in this policy was the 
supposition that economic rehabilitation 
and trade balance could be better 
brought about through private invest- 
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ment than through public subvention. 
This supposition was surely a reasonable 
one, except that events have raced ahead 
of policy, and today the United States is 
no longer concerned about European re- 
habilitation but about a lagging Ameri- 
can growth, no longer about a dollar 
shortage but about a gold drain. Under 
these circumstances the justification for 
a general tax discrimination in favor of 
foreign investment has vanished. Ac- 
celerated foreign investment aggravates 
the problem of a gold drain and of a 
weakening dollar. Inasmuch as foreign 
investment is increased at the expense of 
domestic investment, American growth 
will be penalized for the benefit of for- 
eign growth. The social benefits of in- 
vestment in the United States (i.e., its 
“external economies”) far and away 
exceed the value of the profits or inter- 
est. The benefit which directs United 
States investment abroad is the profits 
received by the investors, but, from the 
social point of view, more important 
than the returns on investment which 
accrue to the investor are the benefits of 
investment which accrue to the con- 
sumer, to the rentier, to the tax-gatherer 
and to the wage earner as a consequence 
of economic growth. And, assuming 
other things to be equal, these latter 
benefits will be greater for the United 
States when a given investment is made 
in the United States than when it is 
made abroad. 

In specific instances this will not be 
true. British investment in American 
railways reduced wheat costs to the 
British consumer, American investment 
in Canadian nickle made possible better 
steel for U. S. manufacture, etc. It is 
because of this universality of economic 
relationships and this overflow of bene- 
fits, that any discrimination with respect 
to alternative outlets for investment is 
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dangerous. For this reason, a policy of 
no tax discrimination between foreign 
and domestic investment recommends 
itself. But if discrimination is to be re- 
sorted to at all, it should favor domestic 
investment, unless there are good and 
specific reasons for the contrary policy. 
And indeed, there appears one impor- 
tant basis for discrimination in favor of 
foreign as against U. S. domestic invest- 
ment, but only in the case of a special 
set of “underdeveloped countries.” 
Here alone an accelerated level of pri- 
vate investment remains as the alterna- 
tive to massive public subvention in 
support of political objectives and moral 
obligations. 

It would seem, therefore, to be in the 
general public interest that the corpo- 
rate profits of American companies be 
taxed at the same rate, whether derived 
from domestic or from foreign invest- 
ment and trading, and regardless of 
whether such transactions are carried 
out through foreign subsidiaries, do- 
mestic subsidiaries, or directly. To this 
there might well be one important ex- 
ception. It can reasonably be considered 
that domestically-incorporated subsidi- 
aries of American corporations organ- 
ized for the conduct of foreign business, 
should be required to pay no income tax 
on profits derived from investment 
abroad (prior to the repatriation of 
these profits to the parent company) 
provided that all of their investment 
and re-investment was confined to a se- 
lected group of countries designated by 
the United States Government as under- 
developed and warranting support. 


The International Base Company and 
Countries Outside the United States 


As has already been shown, American 
corporations are now gaining tax bene- 
fits by creating subsidiaries incorporated 
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abroad, which are, to some extent, con- 
trolled from headquarters abroad. This 
transfer of incorporation and this shift 
of control operations overseas confronts 
countries outside of the United States 
with new questions and new opportuni- 
ties. It will be the purpose here to con- 
sider the benefits that might be sought 
and the policies that might be adopted 
by such countries in order to maximize 
the advantages they might gain from 
this displacement of American business. 

It should be stated at once that there 
is no moral issue whatsoever, no matter 
of good faith between nations involved, 
in the attempt by countries outside of 
the United States tax jurisdiction to at- 
tract to themselves the incorporation or 
headquarter’s operation of base com- 
panies. Base companies have been cre- 
ated by a tax advantage deliberately of- 
fered in the United States law, and their 
operations have been detached from U. S. 
tax sovereignty, again as a matter of 
Treasury decision. Given these circum- 
stances, it is a matter of indifference, in- 
sofar as the impact on the United States 
economy is concerned, where these base 
companies incorporate or operate, 
whether in Switzerland, Canada, Vene- 
zuela, Liberia or Puerto Rico or Mexico.’ 

A country outside of the U. S. may 
encourage base companies (a) to incor- 
porate within that country’s jurisdiction 
and/or to operate the control or head- 
quarter’s function within that country’s 
borders. These two, incorporation and 
operation, are entirely separable. There 
is no necessary relationship between the 

1 Inasmuch as there is some relationship between 
the place of incorporation or headquarters operations 
and the loci of investment or of cash accumulation, 
then the incorporation or the headquarters operation 
of a base company in the United States (under the 
Boggs Bill) or in Puerto Rico, rather than elsewhere, 
would eliminate any adverse pressure, on this account, 


in the balance of payments, and, hence would be fa- 
vorable to the interests of the U. S. Treasury. 
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loci of incorporation and of operations. 
The State of Delaware in the United 
States, is the prime locale of company 
incorporation, but not of company 
operation and control. According to 
Gibbon, there were more than 10,000 
base companies incorporated in Panama 
in 1955,” but there was no counterpart 
to this in industrialization, in employ- 
ment, in bank deposits, in public reve- 
nue, or in any index of real business ac- 
tivity. Hence the objectives of attract- 
ing base company incorporations, and 
that of attracting the headquarters 
operation of base companies will be con- 
sidered each separately.® 

The sole advantage of base company 
incorporation, to the incorporated-in 
country, is the fees or revenues derived 
therefrom. Since, from the point-of- 
view of the base company, the location 
of its operations, of its assets, and of its 
investment is not at issue in its choice 
of a locale of incorporation, the prime 
consideration in that choice is to mini- 
mize the “ price” of incorporation ex- 
acted by government, presumably 
through taxation, for the privilege of 
incorporation, either as a direct fee, or 
as a tax on income or assets, etc. Since, 

2Tax Factors in Basing International Business 


Abroad. (Cambridge, Mass.: Harvard University 
Press, 1957) ff., p. 126. i 


8 Recently fears have been expressed of the “ Treas- 
ury Department Sharpening Scalpel to Dissect Foreign 
Base Companies” (Business International, June 10, 
1960), to the extent that “A Foreign base subsidiary 
that had not domiciled anywhere abroad, or even one 
not domiciled in the place of incorporation might 
prove grist for the Treasury’s tax mill (italics are 
ours). 

I doubt that these fears are justified. But, justi- 
fied or not, inasmuch as these fears influence, or come 
to influence business decisions, there is, or will be 
created a significant tie between the locale of head- 
quarter’s operations and the country of incorporation. 
Given this relationship, a policy designed to induce 
base company incorporations will be useful also in 
promoting the headquarter’s operations of those com- 
panies. 
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except in very special cases, it is a mat- 
ter of indifference to the corporate man- 
agement whether their base company 
subsidiary is incorporated in one po- 
litical sovereignity or in another, so long 
as it is incorporated outside of the Fed- 
eral tax jurisdiction, they will, rationally, 
incorporate in that country where the 
“ price ” of incorporation is the lowest. 
Furthermore, no country can expect to 
attract any considerable influx of base 
company incorporations unless its 
“ price ” is competitive, i.e., unless it de- 
mands no more than the lowest rate of 
taxation exacted elsewhere. Since the 
price of incorporation in fees, and in the 
tax on corporate income exacted by 
countries such as Panama and Venezuela 
is almost nil, it follows that no other 
country can expect to gain substantial 
revenues by lowering its taxes suffi- 
ciently to induce a considerable number 
of base company incorporations. In 
order to induce a significant influx of 
base company incorporations, it would 
be necessary to reduce the tax imposed 
on corporate income to such a point that 
any revenue consequently derived from 
such taxation is bound to be inconse- 
quential. Given the existence of coun- 
tries with tax policies such as those of 
Venezuela or Panama, it is illusory to 
suppose that any substantial gain in 
revenues can be hoped for through tax 
manipulations designed to attract these 
incorporations; the going-price is just 
too low. 

One important exception to this rule 
is Puerto Rico, for Puerto Rico could 
offer unique advantages to a base com- 
pany desiring to incorporate outside of 
the Federal tax jurisdiction and con- 
ceivably could exact a considerable tax 
revenue as a price for such benefits. 
This arises from Puerto Rico’s special 
political status being at once outside the 
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Federal tax jurisdiction and yet, in all 
other respects, being within the orbit of 
United States nationhood. This means 
that a base company incorporated in 
Puerto Rico could be as free of Fed- 
eral taxation as if it were incorporated 
in any foreign country, and yet a com- 
pany so incorporated could not (as it 
would in the case of any other foreign 
incorporation) lose those benefits which 
inhere in being within the political juris- 
diction of the United States, e.g., the 
opportunity under the ICA and the 
Import-Export Bank programs, to in- 
sure against political risk certain trans- 
actions and investments carried on out- 
side of the United States. There are 
further psychological attractions, inas- 
much as corporate officials prefer to 
identify themselves, and lawyers prefer 
to deal (even with respect to the legal 
fiction of incorporation) with govern- 
ments such as those of Switzerland, 


Puerto Rico, or Canada of long standing 
political stability and established financial 
integrity. Since it has something unique 
to offer, it is conceivable that the Puerto 
Rican Government could exact a sub- 
stantial “ price ” for allowing base com- 
panies to incorporate within its jurisdic- 


tion. In fact, bills in Puerto Rico are 
now pending intended to offer the privi- 
lege of base company incorporation with 
a 5 per cent tax on corporate income. 
Even when revenue gains can be ex- 
pected, however, from a tax change de- 
signed to attract base company incorpo- 
ration, there should be set against those 
gains the positive detriments which may 
be a consequence of the tax concessions 
necessary to induce this influx. 
Disadvantages, which may be sig- 
nificant, may arise as a consequence of 
bidding, through tax concessions, for 
base company incorporations. These 
disadvantages follow whenever instead 
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of a single law and a single tax code ap- 
plying to all domestic companies, there 
are created two categories of domestic 
incorporation, one for companies that 
trade and invest internally, and the 
other for companies that trade and in- 
vest externally, with the tax structure 
heavily biased to favor the latter. Leav- 
ing aside the effect of such concessions in 
inducing U. S. companies to incorporate 
their subsidiaries, this ambivalence in the 
tax code must have its impact on the 
direction of investment and on the na- 
ture of business organization inasmuch 
as these derive from local saving and 
evolve out of loeal entrepreneurship. A 
tax law which discriminates against the 
possession of local assets (shares of 
capital, bonds, obligations, promissory 
notes or certificates and other evidence 
of indebtedness) in favor of the posses- 
sion of foreign assets, which discrimi- 
nates in favor of the income yields on 
external transactions and on external in- 
vestment as against internal transactions 
and internal investment, must tend to 
induce local entrepreneurship to interest 
itself more in foreign and less in local 
business opportunities, and must tend to 
induce local savers to invest more ex- 
ternally and less internally. Other 
things being equal, this shift of the en- 
trepreneurial and financial resources of 
the economy from domestic to foreign 
activities and investment would have 
the effect (a) of lowering governmental 
revenues since a larger proportion of in- 
come would cumulatively be derived 
from the sources exempted from tax- 
ation, and (b) of penalizing internal 
development for the benefit of develop- 
ment elsewhere, inasmuch as economic 
development is a function of investment 
and of entrepreneurial efforts. The dis- 
advantages are precisely those implicit 
in the United States system itself of dis- 
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criminating against domestic investment 
in favor of investment abroad. 

Furthermore, such revenue benefit as 
might be derived from the incorporation 
of base companies is of uncertain tenure. 
It is not unlikely that the United States 
Government, under business pressure 
and in the light of its indubitable na- 
tional interest eventually will allow base 
companies to be domestically incorpo- 
rated (or will eliminate its tax discrimi- 
nation in favor of foreign vis-a-vis 
United States investment). Should this 
occur, the raison-d’etre of base company 
incorporation in foreign jurisdictions 
(and any possible benefits that countries 
outside the United States could derive 
from allowing such incorporation) will 
vanish, but those changes in the tax 
codes of jurisdictions outside of the 
United States, initially designed to in- 
duce an influx of base company incor- 
porations, may be difficult to remove. 
Obscured from the general awareness 
and stanchioned by vested interests, they 
are likely to remain as an element favor- 
ing the external investment of funds 
accumulated within that particular ju- 
risdiction. With respect to these dis- 
advantages, however, two important 
qualifications must be made. 

We have supposed that the conces- 
sions required to induce the incorpora- 
tion of base companies would introduce 
into the country seeking such incorpora- 
tions, an unbalanced tax structure that 
favored the external vis-a-vis the in- 
ternal investment of its own financial 
resources. This need not be the case. 
In the first place, the same tax conces- 
sions might be offered to profits derived 
from internal as from external invest- 
ment and operations. Where, for ex- 
ample, a tax sovereign imposes no cor- 
porate income tax and relies on personal 
income taxation entirely, then no prob- 
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lem of an unbalanced tax structure 
would arise. In the second place, it is 
possible, by a careful writing of the law 
to insulate the internal tax structure 
from any effect of the tax concessions 
made in order to attract base company 
incorporation, simply by specifying that 
the concessions are offered only to 
wholly owned subsidiaries of foreign 
corporations. Rather than a low tax on 
the income derived from external in- 
vestment and operations by domestic 
corporations, the tax concession may be 
extended only to the income derived 
from external investment and opera- 
tions by the domestically-incorporated 
subsidiaries of foreign corporations. 
Thus, the dangers of offering tax con- 
cessions to attract base company incor- 
porations are real, but avoidable. 

If, however, the benefits of base com- 
pany incorporation to a tax jurisdiction 
outside the United States are equivocal 
and dubious, the benefits of bringing 
the operation of base company head- 
quarters into the territories of a country 
outside the United States are real and sub- 
stantial. Headquarters operations pro- 
vide high level income and employment. 
They bring corporation executives with 
the investment-making-power into 
proximity with local investment oppor- 
tunities. Sometimes they infuse needed 
cash into the banking system. The eco- 
nomic values of the headquarters oper- 
ation is illustrated by the recent, amaz- 
ing growth, indicated by the building of 
office space, in Manhattan, which is es- 
sentially a headquarters center for na- 
tional and international corporate or- 
ganizations. As corporate organiza- 
tions become more complex and as 
the balance of employed labor shifts 
from (automated) production to data 
processing, to planning, to promotion, 
to research and to control, the head- 
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quarters function must become corre- 
spondingly a more important sector in 
the world economy. 

Given a partial displacement of the 
headquarters function from the United 
States it makes good economic sense for 
countries outside the United States to 
try to attract those displaced head- 
quarters operations into their own terri- 
tories. However, drawing the head- 
quarters’ operation of base companies 
has no necessary connection with at- 
tracting base company incorporation. 
The rational choice of a locale of base 
company headquarters depends on the 
convenience and costs of operations in 
one location as against another. Com- 
parative taxation, indeed, may be an 
important element of cost in the evalu- 
ation of alternative locations, but the 
taxation that matters is not the tax on 
corporate income but the tax on head- 
quarters’ activities. Rationally a base 
company will incorporate where, con- 
sidering special advantages, the cost of 
incorporation is the lowest, and will set 
up its headquarters where, considering 
special advantages, the costs of head- 
quarters operations are the least. So long 
as no income-tax penalty attaches to the 
location of headquarters’ operations, i.e., 
following United States or Puerto Rican 
practice, where the foreign-source in- 
comes of foreign corporations are not 
taxed, and where foreign-source income 
is satisfactorily defined, the corporate 
income tax is irrelevant to the location 
of the headquarters’ operation since a 
base company headquarters can oper- 
ate as effectively under domestic as un- 
der foreign incorporation. And there 
are many things besides taxation that 
will determine the relative costs and 
convenience of conducting a corporate 
headquarters’ operation in one (out-of- 


INTERNATIONAL BASE COMPANY 79 


U. S.) tax sovereignty rather than an- 
other. These include the proximity to 
areas of trade and investment; accessi- 
bility to the parent company’s U. S. 
headquarters; costs and convenience of 
air transit to major financial, commer- 
cial or manufacturing centers; the social 
and political climate; conditions for 
family living from the viewpoint of 
American executives; availability, wages, 
competence of clerks, statisticians, law- 
yers, accountants; availability of busi- 
ness machines and servicing organiza- 
tions, e.g., brokers, researchers, technical 
consultants; ease of communications by 
telephone, cable, mail; availability and 
cost of office space, etc. 

In view of the fact that the United 
States may cease to force the displace- 
ment of base company operations, the 
question might be raised as to whether a 
policy designed to attract such opera- 
tions would not be to build an economic 
sector on shifting sands. That objection 
could be valid, but, even when and if 
the indicated change in the American tax 
code does come about, there need not be 
a repatriation of base company opera- 
tions. 

The location of the headquarter’s 
function is largely traditional and con- 
ventional; by its establishment it tends 
to create the conditions for its own 
perpetuation. There are positive values 
to a limited decentralization of the 
headquarters’ function which, once 
achieved, will not be readily abandoned. 
Hence, continuing and cumulating eco- 
nomic benefits may be gained by those 
countries which succeed now in estab- 
lishing themselves as headquarters cen- 
ters for base company operations. 


Summary 


In order to take advantage of a dis- 
crimination written into the American 
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tax code in favor of external investment 
and trade, American companies have 
been obliged to set up subsidiaries in- 
corporated in countries where there is a 
minimal taxation on the income of do- 
mestic corporations, at least when such 
income is derived from foreign sources. 
In order to satisfy the U. S. Treasury as 
to the true “ foreignness ” of their sub- 
sidiaries, headquarters’ operations, con- 
trolling the designated out-of-U. S. 
transactions, have also been shifted 
abroad. Foreign incorporation implies 
the loss of certain benefits exterided by 
Federal agencies to American companies. 
A shift abroad of the headquarters 
function, where that shift takes place 
for tax advantages, involves costs of 
transference, and may involve some loss 
to operating efficiency. 

With respect to the United States so- 
cial interest, the rationale of a general 
discrimination in favor of foreign (vis- 
a-vis) domestic trade and investment 
has been rendered obsolete by events, 
except in the case of investment and/or 
the extension of corporation activities in 
“underdeveloped areas.” Given dis- 
crimination in favor of foreign transac- 
tions, however, it is in the United States’ 


interest to allow such activities to be 
carried on by subsidiaries incorporated 
in the United States. 

Countries outside of the United States 
may seek to benefit from the aforemen- 
tioned circumstance by adjusting their 
tax laws to induce base company incor- 
poration and/or by seeking to attract 
the headquarters’ operation of base 
companies. The latter, which involves 
lowering the costs and increasing the 
conveniences of doing this sort of busi- 
ness in the country in question and of 
advertising these attractions, may sig- 
nificantly aid economic development. 
The values of changing the law to in- 
duce base company incorporation are 
more dubious. Competition has driven 
the price which, generally, can be ex- 
acted for incorporation down, virtually, 
to zero. To this generalization, Puerto 
Rico is an important exception. In any 
such action, moreover, it is important to 
be aware of and to guard against the 
dangers that a change in the law might 
discriminate against the use of domestic 
capital and entrepreneurial energies for 
internal (in favor of external) invest- 
ment and business operations. 





TAXATION OF UNITED STATES-OWNED COPPER 
COMPANIES IN CHILE: ECONOMIC MYOPIA 
VS. LONG-RUN SELF-INTEREST 
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N OUTSTANDING feature of 

Chile’s economy since the great 
depression of 1929-1933, has been its 
considerable dependence on the export 
of a single primary commodity—cop- 
per. We propose, in this paper, to (1) 
investigate the crucial role of the United 
States-owned copper companies (locally 
referred to as La Gran Mineria de Cobre) 
in Chile’s total economic activity, and 
(2) to analyze and evaluate Chile’s tax 
policy as it applied to the American 
companies. 

Although La Gran Mineria de Cobre 
employs less than 1 per cent of Chile’s 
working force, in the period 1950-1954, 
it generated nearly 8 per cent of the 
country’s gross income and output.’ 
Cash turnover of the U. S. firms—the 
affiliates of the Anaconda Co. and Kene- 
cott Copper Corporation—in local taxes, 
wages and salaries, and purchases made 
in the country contributed notably to 
Chile’s economy. Three-fourths of the 
value of La Gran Mineria’s shipments 


Introduction 


* The author is in charge of the Program in In- 
ternational Trade and Finance at Louisiana State Uni- 
versity, and wishes to thank Inter-American Eco- 
nomic Affairs for permission to use some material 
which first appeared in an article which he published 
in the Summer, 1959 issue entitled: ‘“* Model for Eco- 
nomic Stagnation: The Chilean Experience with Mul- 
tiple Exchange Rates.” 


1 United Nations, “Some Aspects of the Inflation- 
ary Process in Chile,” Economic Bulletin for Latin 
America, Vol. 1, No. 1, p. 47. 


abroad remained in Chile in the period 
1944-1956. Roughly one-third of the 
government’s revenue in the decade 
1946-1955 was derived from the La 
Gran Mineria. 

It is a commonplace that the price of 
copper fluctuates widely with business 
cycles which are generated in the lead- 
ing industrial countries, especially the 
United States. This sensitivity in the 
price of copper along with changes in 
the volume of production is imparted, 
in a milder degree, to the fiscal budget. 
According to estimates of the Chilean 
Copper Department, the average annual 
sales price of Chilean copper, fell from 
40.3 cents per pound, in 1956 to 27.5 
cents per pound in the following year. 
Consequently, fiscal revenue derived 
from the large foreign copper com- 
panies fell from $127 million in 1956 to 
an estimated $72 million in 1957, a re- 
duction of $55 million or 43 per cent. 
A decline in the average price of copper 
of about 13 cents per pound thus meant 
a loss to the Chilean Treasury alone of 
over $4 million for each one cent drop 
in the value of the red metal. 


Tax Policy: Dimensions and Effect 


Chile’s official policy in the immediate 
post World War II decade served to dis- 
courage the operations of La Gran 
Mineria de Cobre. The U. S. companies 


2 Banco Central de Chile, Balance de Pagos, 1955, 
Santiago, p. 47 and unpublished data. 
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were obliged to surrender to the gov- 
ernment foreign exchange receipts at 
penalty rates to cover outlays in con- 
nection with domestic costs of opera- 
tion and capital investments. The net 
effect of this policy was appreciably to 
raise the companies’ costs of production 
in dollars, lower their profits, reduce the 
size of their labor force and the volume 
of local purchases, and dampen the in- 
centives to engage in mineral explora- 
tion and capital expansion. 

In response to a high rate of growth 
in the price of copper in the postwar 
era, reflecting a rapidly expanding mar- 
ket for the red metal, world copper 
production, excluding Latin America, 
increased at an annual rate of 6.3 per 
cent in the period 1945-1955. By con- 
trast, Chile’s output of copper fell from 
a high of 540,000 short tons in 1944 to 
a low of 400,000 short tons in 1954. 
The country’s share in world copper 
production fell from 19.7 per cent in 
1944 to 12.9 per cent in 1954. Chile, 
which had long held second place (next 
to the United States) as world producer 
of copper, was dislodged in 1953 by 
Northern Rhodesia for that position. 


The Chilean copper industry was march- 
ing rapidly toward its own destruction 
and it was clearly indicated that in the 
not too distant future, the country would 
face a general economic crisis resulting 
from the drastic reduction in foreign ex- 
change income.® 


Government taxation, exchange pen- 
alties, and official control of sales pro- 
vided an economic environment which 
led to contraction in copper output and 
exports. Apparently it was taken for 
granted by important segments of the 


3a Industria Del Cobre Revive Gracias a la 
Nueva Legislacion,” Boletin de la Sociedad Cientifica 
de Chile (Santiago, Chile, 1956), No. 5. 
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population and the government, that 
the foreign-owned, copper companies 
constituted an inexhaustible source from 
which taxes of all types could be ex- 
tracted without seriously affecting out- 
put and investment. Certainly, in 
former periods, the share of the value of 
copper exports which was incorporated 
(the so-called ‘‘ returned values”) into 
the Chilean economy was actually very 
small: only 30 per cent, for example, in 
1929 compared with 70-80 per cent in 
recent years.* 

By means of a number of measures 
discussed below, the’ government was 
successful in retaining a rapidly expand- 
ing proportion of the value of copper 
exports. The incidence of these meas- 
ures on profits of the copper companies 
logically resulted in their increasing in- 
vestments in marginal mines in the 
United States rather than in Chile. In 
the early nineteen-fifties, taxes (includ- 
ing hidden taxes) levied on the foreign- 
owned copper companies in Chile ex- 
ceeded 80 per cent of net profits and 
constituted the highest tax rate im- 
posed on the mining industry anywhere 
in the world.® Before analyzing the 
nature of these taxes in Chile, it would 
be informative to compare the effective 
taxes On copper mining in other coun- 
tries in the same period of time. The 
following rates are the maximum and 
include all taxes levied: ° 


Percentages 


30.00 
37.50 
18.75 
52.00 
49.00 


Union of South Africa 
Northern Rhodesia 
Belgian Congo 

United States 

Canada 


4 United Nations, 
America, 1955, p. 171. 
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5 Saul Arriola. Text of a talk delivered to the In- 
ternational Rotary Club, Santiago, January 19, 1955. 
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Chilean taxation of La Gran Mineria, 
in 1952, included the following: (1) an 
income tax of 60 per cent levied on the 
difference between the sales price in 
New York and the cost of copper de- 
livered to that market; (2) customs 
duties; (3) a special (‘‘ over-price ”’) 
tax on sales, established in May, 1952, 
which authorized the government to re- 
tain the proceeds of sales over and above 
a price of 24.5 cents per pound; and 
(4) an implicit or hidden tax on the 
local costs of production. The latter, 
a most important component in aggre- 
gate taxes, was an implicit levy on the 
costs of production, representing the 
difference between the price at which 
the Chilean Treasury purchased dollars 
from the copper companies and the re- 
sale price.’ Theoretically, the implicit 
exchange tax would more adequately 
represent the difference between the of- 
ficial purchase price and the purchasing- 
power parity rate. 

The sales of foreign exchange (gen- 
erally dollars) to the Treasury may be 
considered roughly equal to the com- 
panies’ expenditures for wages, social se- 
curity payments, salaries and supplies 
purchased locally in connection with 
mining operations. Between 1935 and 
1951, the official purchase (‘‘ returned- 
value”) rate was frozen at 19.37 pesos 
per dollar; thereafter, it was applied to 
only part of the purchases. In the post- 
war years the exchange rates prevailing 





6 Braden Copper Company, Santiago, Chile (mim- 
eographed material). 


7 One economist estimated the total tax bill paid 
by the large foreign-owned copper companies in 1952 
at $126 million comprising the implicit exchange tax 
($52 million), the income tax ($41 million), and 
the “ overprice” tax ($33 million). On the basis of 
these calculations, total taxes levied on the companies 
reached 82.3 per cent. See Federico Lastra, “* Estudio 
Sobre el Cobre,” Revista Chilena de Ingenieria, Santi- 
ago, No. 62, Jan.-Feb., 1954, p. 23. 
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for the great mass of imports increased 
rapidly, reflecting the continuous de- 
preciation of the peso; by contrast, the 
“returned value” rate became increas- 
ingly unrealistic. “‘ Basically, it was 
nothing more than a hidden tax on the 
cost of production internally, whose 
yield kept rising with the growth of in- 
flation, affecting the peso expenditures 
of the companies, which were obliged to 
return a greater proportion of value 
from their export sales.” * The penalty 
rate of 19.37 pesos per dollar should be 
contrasted with the general import rate 
of 60 pesos per dollar in 1951 and the 
calculated purchasing-power parity rate 
of 96.6 pesos per dollar for that year.° 
Clearly, the obligation of La Gran 
Mineria to surrender to the government 
copper dollars at this fictitious rate car- 
ried with it an implicit tax on the do- 
mestic cost of production whose yield 
continued to rise with the advance of 
inflation. Essentially, it penalized the 
companies’ use of Chilean labor and 
Chilean materials and supplies. Between 
1945 and 1954, for example, employ- 
ment in the foreign-owned copper mines 
declined from 17,385 to 11,057 work- 
ers. 

Under 1952 conditions (a year when 
the foreign-owned copper industry 
worked at only a percentage of its ca- 
pacity) the average production costs 
were estimated by the United Nations, 
as follows: ?° 


United States 
cents per pound 
of copper 
21.6 
14.2 


Hypothetical 
exchange rates 


(pesos per dollar) 


19.37 
50.00 
100.00 11.8 
150.00 9.4 

8 Instituto de Economia, Deserrollo Economico de 


Chile, 1940-1956 (Santiago, Chile: Editorial del 
Pacifico, 1957), p. 185. 
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Considering the more realistic exchange 
rate of 115 pesos per dollar for 1952, as 
determined by the purchasing-power 
parity formula, the application of the 
19.37 penalty rate converted Chile 
from one of the lowest-cost copper pro- 
ducers (in U. S. dollars) to one of the 
highest-cost copper producers in the 
world! 

The rapidly rising prices paid for 
copper in the immediate postwar dec- 
ade were not allowed to act as a stimu- 
lant to production and expansion in the 
Chilean industry. Rather, through the 
application of the “ returned-value ” 
penalty rate and the “ overprice” tax, 
Chile’s Treasury systematically appro- 
priated these increments in the value of 
copper exports: in effect, what took place 
was a large transfer of income from La 
Gran Mineria to other sectors of the 
economy. While, on the one hand, the 
government captured a growing share 
of total sales from the foreign copper 
companies, these very measures, over a 
number of years, served to contract the 
essential base on which the taxes were 
applied. The policy was inherently 
self-defeating. 

To better comprehend the magnitude 
of resource shifting that took place be- 
tween La Gran Mineria and other sec- 
tors of the economy, one should be 
aware of the enormous discrepancy in 
productivity that has existed between 
the large foreign copper companies and 
other economic sectors. In the period 
1950-1954, for example, average pro- 
ductivity in La Gran Mineria de Cobre 
was 


” 





9 United Nations, “Some Aspects of the Inflation- 
ary Process in Chile” Economic Bulletin for Latin 
America, Santiago, Chile, 1956, Vol. 1, p. 52. 


10 United Nations, Economic Survey of Latin 
America, 1953, p. 187. 
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“. .. eleven times greater than that of the 
economy as a whole, about thirteen times 
that of industry and almost twenty times 
that of agriculture. In these great dis- 
parities lies the fundamental reason why 
copper plays such an important role in the 
Chilean economy.!! 


In the period 1950-1954, the large 
copper companies provided the Chilean 
Treasury with about 30 per cent of 
aggregate tax receipts. However, less 
than one-third of this income was ab- 
sorbed by the public sector itself; the 
remainder was utilized, through the use 
of preferential rates of exchange, to 
subsidize a large list of imports which 
the government favored for one reason 
or another. Out of total government 
expenditures in 1952, exchange rate 
subsidies reached the extraordinary fig- 
ure of 26.4 per cent. Roughly two- 
thirds of the revenue derived from the 
foreign copper companies was applied 
to the subsidization of imports as shown 
by the following data covering the 
period 1950-1953: 


Exchange rate subsidy 
as a percentage of 
import price 
47.1 
38.1 
41.4 
24.3 


Consumer goods 
Raw materials 
Fuels 

Capital goods 


The above figures indicate that con- 
sumer goods received the highest ex- 
change subsidy which was equal to al- 
most one-half of the import price. 
Since consumer goods made up nearly 


11 United Nations, ‘‘ Some Aspects of the Inflation- 
ary Process in Chile,” Economic Bulletin for Latin 
America, Santiago, Chile, 1956, Vol. 1, No. 1, p. 46. 


12 United Nations, “Some Aspects... ,” op. cit., 
p. 49, table 5. The subsidized imports comprised 
more than 85 per cent of total imports exclusive of 
imports effected by the foreign copper companies 
with their own foreign exchange. 
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30 per cent of all imports in that period 
and real public investment failed to rise, 
it appears that the growing proceeds 
from copper exports which accrued to 
the government were, to an important 
degree, dissipated on current consump- 
tion: the government failed to realize 
the opportunity of channeling the grow- 
ing dollar receipts from copper into 
capital formation. With regard to the 
principle of taxing increments in export 
proceeds (due to the terms-of-trade ef- 
fect), Nurkse makes the following com- 
ment which is especially applicable to 


Chile: 


It is a very effective method but, in my 
opinion, rather unfair. Why penalize par- 
ticularly the producers of export com- 
modities? The supply of these com- 
modities may remain unchanged in the 
short run, but before very long the pro- 
ducers are likely to turn away to other 
lines of production. Serious damage may 
be thus inflicted upon a country’s most 
efficient source of foreign exchange.’ 


** Monopoly on a Shoestring ” 


In an effort unilaterally to improve 
Chile’s terms of trade with the rest of 
the world, the government in 1953- 
1954 attempted an operation which has 
been aptly described as “‘ monopoly on 
a shoestring.”** A series of decrees 
passed in 1952 and 1953 gave to the 
Central Bank of Chile control over the 
sales price of copper exports. As al- 
ready indicated, any excess of the price 
of copper over 24.5 cents per pound was 
siphoned off by the government; the 
copper companies received a fixed price 


13 Ragnar Nurkse, Problems of Capital Formation 
in Underdeveloped Countries (Oxford: Basil Black- 
well, 1953), p. 99. 


14 The writer is indebted to Mr. Frank Masson, 
formerly on the staff of the Economic Commission 
for Latin America, for this appropriate heading. 
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for their product regardless of the ac- 
tual world price. The Central Bank 
having been given control of the price 
at which Chilean copper would be mar- 
keted proceeded to set the price uni- 
laterally at 36.5 cents per pound until 
October, 1953. Apparently, there was 
an adequate world supply of copper at 
lower prices; supply exceeded demand 
at the Central Bank’s price. Chile’s 
copper exports were hampered, and un- 
sold stocks accumulated as the months 
went by, in spite of the cutback in 
Chilean output. The large foreign cop- 
per companies operated at 66 per cent of 
production capacity in 1953; capacity 
amounted to 470,000 tons per annum 
but due to a rapid cutback in sales and 
to strikes, output in that year reached 
only 314,000 tons.*° Notwithstanding 
the fall in production, 110,000 tons of 
copper remained unsold at year’s end. 
The Chilean government evidently 
overestimated the degree of market 
power it could wield in world copper 
markets. With Chile’s share of world 
copper production not exceeding 13 per 
cent, the elasticity of demand for 
Chilean copper obviously was far greater 
than unity and therefore could not be 
relied on to exercise a monopolistic 
pressure; the country’s leverage in this 
respect was woefully insufficient. Other 
considerations should also be borne in 
mind. Even if the Central Bank had 
temporarily succeeded in its price rig- 
ging operation, the United States and 
Britain—through release of vast sup- 
plies of copper from their strategic re- 
serves into world markets—could at any 
time have neutralized such action. Fur- 
thermore, a unilateral intervention such 
as attempted by Chile, even if success- 


15 United Nations, 
America, 1953, p. 183. 


Economic Survey of Latin 
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ful in the short-run, risks the dangerous 
long-run prospect of competing coun- 
tries expanding their capacities to pro- 
duce the metal. Brazil, whose interna- 
tional market power in coffee is still 
considerable, has faced similar difficul- 
ties. 


The “ New Treatment” Copper Law 


Fortunately, the critical situation in- 
volving the status of La Gran Mineria 
was reversed by the passage of the law 
of “New Treatment” in May, 1955. 
The new legislation, so instrumental in 
reviving the industry, places primary 
emphasis on profit taxes and provides 
genuine incentive to the expansion of 
output. It eliminated the discrimina- 
tory exchange treatment accorded the 
foreign-owned companies and restored 
to them the control over sales previously 


exercised by the Central Bank. The 


companies now receive the entire sales 
price, and the law specifically provides 
that they will liquidate their dollar re- 
ceipts at the free banking rate of ex- 
change applicable to all other exports. 

The response to the law of ‘“ New 
Treatment ” was immediate and posi- 


tive. Ambitious plans for expansion of 
capacity are under way. Investment 
projects currently being carried out by 
the large foreign copper companies are 
estimated at $155 million and will ulti- 
mately increase by over one-third Chile’s 
capacity to produce copper. As a conse- 
quence of the new legislation, intensive 
prospecting operations were initiated by 
Anaconda’s affiliate which led to the dis- 
covery of the “El Salvador” ore body 
containing 300,000,000 tons averaging 
1.6 per cent copper.*® The mine, bear- 
ing the same name, began operations in 


16 Anaconda Company, Annual Report, 1956, p. 
16. 
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May, 1959 and its eventual capacity will 
be 100,000 tons annually. The total in- 
vestment in “El Salvador” will reach 
an estimated $104 million.’ All im- 
port duties on the machinery and equip- 
ment for the project were waived and, 
in addition, the cost of developing and 
equipping the property may be amor- 
tized for income taxes over a five-year 
period after the commencement of op- 
erations.’® 

Output of La Gran Mineria which 
averaged 324,000 metric tons in 1953- 
1954, the two years prior to the ‘““ New 
Treatment ” Law, expanded to an aver- 
age 433,000 metric tons in the years 
1956-1958." This represents an in- 
crease of 109,000 tons annually or 34 per 
cent and indicates the presence of con- 
siderable idle capacity before 1955. The 
anticipated smaller percentage of value 
remaining in Chile from each ton of 
copper exported, resulting from the 
“New Treatment” law, will be offset 
by a more than proportional expansion 
in the physical volume of shipments 
abroad. Chile’s new copper policy has 
been beneficial for the country in yet 
another way: 


“The discriminatory exchange rate 
which raised the value of its (La Gran 
Mineria’s) local purchases up to ten times 
made it impossible for the large copper 
companies to acquire their supplies in the 
country. Having eliminated this factor, 
an immense market for national industry 
has been opened up.” 7° 
17 Fortnightly Review, Bank of London & South 
America, Sept. 27, 1958, p. 747. 

18 Anaconda, ibid., p. 19. 

19 Adapted from Banco Central de Chile, Boletin 
Mensual, No. 377, July, 1959, p. 351. 


20"*La Industria del Cobre Revive Gracias a la 
Nueva Legislacion,” Boletin de la Sociedad Cientifica 
de Chile, Santiago, Chile, December, 1956, No. 5, 
p. 17, 
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Summary and Conclusion 


We have shown that the affiliates of 
two United States-owned copper com- 
panies—although employing less than 1 
per cent of Chile’s working force—have 
been responsible for roughly one-third 
of the Government’s revenue, 8 per cent 
of the country’s gross income and over 
one-half of its exports. 

Until 1955, official tax policy in Chile 
operated on the specious assumption 
that La Gran Mineria constituted an in- 
exhaustible source from which resources 
could be appropriated without impair- 
ing the industry’s economic position. 
The net effect of such a policy was to 
raise the companies’ costs of production 
in dollars, lower their profits, contract 
the size of the labor force and volume 
of local purchases, and dampen the in- 
centives to engage in mineral explora- 
tion and capital expansion. Imposition 


of the penalty rate of exchange on La 


Gran Mineria converted Chile from one 
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of the lowest-cost (in U. S. dollars) 
copper producers to one of the highest- 
cost producers in the world: the coun- 
try’s share in world copper production 
fell from nearly 20 per cent in 1944 to 
less than 13 per cent in 1954. The 
growing revenue proceeds from copper 
exports were largely dissipated by the 
government on current expenditures. 
The critical situation involving the 
status of La Gran Mineria was reversed 
by the passage of the law of “ New 
Treatment” in May, 1955. The new 
legislation has resulted in a healthy re- 
vival of the Chilean copper industry: 
average annual output expanded by 
one-third between 1953-54 and 1956- 
58; new investment projects totalling 
$155 million are expected to raise by 
over one-third Chile’s capacity to pro- 
duce copper; and the elimination of the 
penalty rate of exchange should stimu- 
late the demand for Chilean labor and 
home-produced supplies and materials. 








THE INFLUENCE OF ANNEXATION ON 
PROPERTY TAX BURDENS 
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Introductory Comment 
‘Oa of the major difficulties which 


has led to unceasing civil war be- 
tween central cities and those urban set- 
tlements close to their limits has been 
disagreement over relative tax burdens 
and public finance responsibilities within 
the metropolitan district. This general 
area of disagreement has not only hin- 
dered cooperation but has also slowed or 
prevented enlargement, where desirable, 
of the central city by means of annexa- 
tion. In the constant striving toward 
some single form of metropolitan gov- 
ernment, annexation is playing a promi- 
nent role in many urban areas. While 
frowned upon by many a political scien- 
tist and public official as the answer to 
the problem of metropolitan area con- 
trol, it is nonetheless a fact of life. De- 
spite censure of annexation by the ex- 
perts few doubt that for efficient opera- 
tion and development many central 
cities should have greater area and their 
service operations greater volume. From 
the point of view of range and efficiency 
of service most of the suburbs of the 
immediate periphery would also benefit 
from either annexation by or consolida- 
tion with the central city. However, 
the very tangible walls created by preju- 
dice, misinformation, and ignorance of 
facts have tended to keep city and 


* Associate Professor of Commerce at the Univer- 
sity of Wisconsin. 

** Planner with Franklin County Regional Plan- 
ning Commission of Columbus, Ohio. 


suburbs at sword’s points for these many 
years. Although there are signs that 
this conflict is softening in some areas, 
it is hardening in others so that the net 
effect is no better than a stalemate 
throughout the land. 

One of the specific fears of the su- 
burbanite, whenever the subject of an- 
nexation is raised, is that his property 
tax bill will rise to a phenomenal degree 
if he joins the city. He argues that one 
of his reasons for settling in the suburbs 
has been to obtain the advantage of 
lower taxes. He may concede that he 
would like to have better service on 
some items like, for example, fire and 
police protection or schools. However, 
he reasons that he does not want to take 
the whole “service package” which 
may include many things which he 
either does not want or feels that he 
can’t afford. 

Observers of the metropolitan scene, 
both academic and official, have often 
maintained that the tax increases which 
can be attributed to annexation in the 
case of a particular area are either small 
or non-existent; in other words, a view 
which is directly contrary to that held 
by the suburbanite. Since we have 
been unable to locate detailed studies 
which document the statements of these 
observers or, for that matter, the fears 
of the suburbanites we designed a pilot 
study to test the validity of both views. 
Our objective was to determine the 
change over time in the total property 
tax bills of single family residence own- 
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ers in comparable annexed and unan- 
nexed areas both before and after an- 
nexation had taken place. 


Locale and General Technique of Study 


The metropolitan area of Madison, 
Wisconsin was selected as an appropri- 
ate field of operation for the testing of 
tax developments following annexa- 
tion.! Aggressive annexation policies of 
the city administration resulted in the 
certification of more than 133 annexing 
actions involving 11,150 acres or 17.42 
square miles between 1950 and 1959. 
Some of these additions to the city were 
vacant land at time of annexation. Ac- 
tions involving areas of this type were 
usually initiated by developers who 
wished to proceed with tract housing 
construction. Other annexations in- 
volved fully developed commercial and 
industrial properties. But the majority 
absorbed residential suburban districts 
that were in an advanced stage of de- 
velopment. It was with these that we 
were, of course, most concerned. Fur- 
ther justification for the application of 
a pilot study to the Madison area existed 
in the fact that all the traditional fears 
and prejudices relative to annexation 
prevail in what might be considered 
normal amounts. 

Annexations studied were those from 
three townships which adjoin Madison 
on the west, south, and east. Although 
activity was brisk on the north side of 
the city it was almost impossible to get 
the proper types of controls in that area 
so it was abandoned. We believed, 
however, that we had a sufficient geo- 
graphical dispersion of cases to overcome 
any localized biases that might enter 
into the data. Since this was a pilot 


1The population of Madison in 1959 was esti- 
mated at 123,000. 


study the number of cases selected at 
random was very small. A maximum 
of only nine sets of properties were 
studied in any one of the three town- 
ships. A logical criticism of the results 
would therefore be that the volume of 
cases was insufficient for generalization. 
However, actual field work revealed 
that a vastly increased budget would not 
have produced an appreciably larger 
number of useable cases. This seem- 
ingly contradictory situation arose from 
the rather rigorous technique of prop- 
erty selection employed. 

Selection of residences for the study 
was a traditional two part operation. 
First, within a township, a group of 
homes was selected which had been in 
existence for a number of years prior 
to the time of their annexation to the 
city. Second, a control group of com- 
parable residences was selected which 
remained in the township following the 
annexation of those properties in the 
first group.” The object here was to 
trace the tax outlay history of the two 
groups in order to determine their rela- 
tive positions over a restricted time 
period. In building up this system of 
selection the number of possible com- 
parison cases was sharply reduced by 
three factors: (1) the difficulty in ob- 
taining structures, either annexed or 
control, which had been in existence 
sufficiently long to provide an adequate 
tax bill trend; (2) the problem of at- 
taining a full range of comparability be- 
tween the annexed and control proper- 
ties on the basis of equalized value, type, 
style, age, general neighborhood pattern, 
transit availability, zoning and so forth. 


2 Although the cut-off date for all sets of proper- 
ties studied was the same, 1959, the opening date 
varied because of the difficulty in locating a group of 
suburban sectors in which the improvements were of 
uniform age. 











90 NATIONAL TAX JOURNAL 


A particularly close check was exercised 
over possible changes in structure and 
land that may have occurred over the 
time span involved in each set of cases; 
(3) the area annexed would either be 
completely vacant at the time or all 
improved property within the immedi- 
ate vicinity would be annexed leaving 
no suitable control properties except at 
substantial distances from the annexed 
area. 


Specific Area Findings—Area #1 
(21st Ward) 


This area, on Madison’s west side, was 
selected for special reasons which were 
thought to have particular pertinence 
to the objective of this study. The 
urbanized sector in question was of 
great size involving some 686 acres and 
652 electors. It was for these reasons, 
in the main, that upon annexation it be- 
came a new ward, the 21st. Of more 
importance, in a sense, was the fact that 
there was intense controversy involved. 
The taxable values of the area repre- 
sented a significant proportion of the 
total available to the Township of Madi- 
son. A smaller portion of the annexa- 
tion was taken from another town, 
Middleton, further to the west. Pro- 
longed court controversy dragged ef- 
fectuation of the annexation out over 
many years during which time extreme 
uncertainty prevailed as to who was to 
provide what public services and who 
was to receive property tax payments. 
When the last lawyer’s fee was paid and 
the dust had settled the city assessor be- 
gan the usual reassessment. When the 
tax bills based on this reassessment came 
out the wailing and gnashing of teeth 
was terrible to hear for the upping in 
both assessments but more significantly 
in actual taxes paid, at least by spot 
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properties, was substantial.* Even the 
foes of annexation were a bit surprised 
but the advocates were sadly disillu- 
sioned and, in some cases, enraged. 
One irate citizen prepared a sign which 
he attached to his car announcing senti- 
ments to the effect that Madison’s city 
hall was occupied by “ thieves and rob- 
bers.” 

In order to subject the properties in 
the 21st ward annexation to a com- 
plete comparative analysis it would have 
been best to provide unannexed control 
properties both for those properties 
taken from the Town of Madison as 
well as the Town of Middleton. How- 
ever, so complete was the absorption of 
Town of Madison properties that no 
suitable unannexed control comparisons 
were available except at distances so 
great that comparability would be seri- 
ously called into question. For this 
reason the field of investigation was 
narrowed to those properties taken into 
the city from the Town of Middleton, 
the smaller of the two segments of the 
annexation. 

Nine sets of properties were matched 
for the purpose of cunparative analysis 
within the Town of Middleton and its 
annexed portion. The time span of this 
particular portion of the study was from 
1952 (pre-annexation) to 1959 (post- 
annexation). General findings revealed 
that property taxes in both the annexed 
and unannexed areas went up substan- 
tially. However, total taxes on the nine 
unannexed control properties climbed 
both by greater absolute amounts and 
percentage change than those on the 
annexed properties. In more precise 


3 Low assessments in the Town of Madison played 
their part in the drama of the change. In 1959 the 
town was assessing property at 41 per cent of full 
value compared to 60 per cent for the City of Madi- 
son. 
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terms it was discovered that while the 
taxes in the annexed areas had climbed 
27 per cent over the time period the 
taxes of unannexed properties had ad- 
vanced by the rather impressive propor- 
tion of 85 per cent. Another way of 
presenting these data and at the same 
time compensating for the vagaries of 
percentage calculation is to show the 
status of two hypothetical properties of 
identical assessed value ($5,000) in the 
annexed and control areas. In 1952 
prior to annexation the property tax 
distribution situation would have been 
as shown in the table below. 


AREA #1 


1962 Tax Property to Be 
Status Annexed 


General tax .. $ 85 
School tax ... 213 * 


Total tax .. $298 


Annexed 
Property 


Per Cent 
Change 


Control 
Property 


$ 85 
162 * 
$247 


Control 
Property 


Per Cent 
Change 
$121 42 
335 107 


$456 = 84.7 








1959 Taz 
Status 


General tax .. $194 128 
School tax ... 183 -14 


Total tax... $377 266 
* Difference in school district. 


The principal difference in tax load on 
the two properties is traceable to a dif- 


ference in school district. In 1959, fol- 
lowing annexation, a marked reversal 
had taken place. It is quite clear that 
although there had been a marked up- 
ward shift in general taxes for both 
properties the annexed property had 
registered a very sharp increase of nearly 
128 per cent compared with only a 42 
per cent advance in general taxes of the 
township.* On the other hand, school 
tax trends present a completely opposite 


4 General taxes in these jurisdictions cover street 
maintenance and construction, fire and police protec- 
tion, garbage and trash collection etc. School taxes 
include both the primary and secondary school levy. 
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picture. Between 1952 and 1959 the 
school tax burden declined for the an- 
nexed property by 14 per cent while 
the control property was loaded with 
an increase of nearly 107 per cent. The 
combined result of these two diverse 
tax movements, as indicated before, was 
a 27 per cent climb in total taxes for 
the annexed property compared to 85 
per cent for the control or unannexed 
property. 

A few supplementary observations 
may add perspective to the findings 
thus far presented. Taxes were levied 
by the township on the annexed prop- 
erties for the last time in 1956. Even 
at that time the tax burden was higher 
than that ultimately imposed by the 
city some three years later. School 
taxes had over that time (1952-56) in- 
creased in a range between 40 and 50 
per cent whereas moderate advances of 
no more than 10 to 15 per cent on the 
average had taken place in general taxes. 
The critical position of the school tax is 
revealed again in the fact that the mill 
rate in district #12 including the un- 
annexed control properties advanced 
between 1952 and 1959 from .01376 
to .02857 for the grade school and from 
.01276 to .02378 for the consolidated 
high school. Over-all increase for 
school tax rates was, therefore, 107 per 
cent for the time period. District #1 
which included the annexed properties 
started in 1952 with a combined rate of 
.03105 which prior to annexation in 
1956 had reached a towering .04036. 
On an unequalized rate basis these con- 
ditions may be compared with Madison 
rates of .01176 in 1952, .01420 in 1956, 
and .02117 in 1959. 

It may be concluded from the data 
presented thus far that unincorporated 
areas in which school facilities are either 
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well developed or at a crisis stage are 
those which are ripe for annexation. 
Once they become a part of the city 
their burden of school costs may well be 
lightened by the broader tax base of 
the larger community. It appears that 
the properties which remained in the 
township and are in a different school 
district are going through a rapid evolu- 
tionary stage of residential development 
which is bringing to them school costs 
of a size order similar to those under- 
gone by the annexed properties a few 
years earlier. Insofar as general tax 
burdens are concerned it was rather 
logical to find a rapid rise in this type 
of tax for annexed properties due in 
part to inflation but in greater part to 
the wider range of services provided by 
the city. There is, of course, a strong 
likelihood that as the unannexed area 
becomes more thoroughly urbanized the 
demand for more adequate school facil- 
ities will be followed by increased pres- 
sure for a wider range of general serv- 
ices. That this pressure had not yet 
become very strong seems proved by the 
fact that between 1952 and 1959 assess- 
ments on the controls had risen by only 
15 per cent. 

By examining individual properties 
in the two sets some idea can be ob- 
tained of the range of contrasts between 
the annexed and unannexed. For the 
properties that joined the city the net 
increase in actual taxes paid between 
1952 and 1959 covered a range from 
$46 to about $206 with a mean of $96, 
and a percentage range of increase from 
10 per cent to 51 per cent with a mean 
of 27 per cent. Those properties stay- 
ing in the township paid much steeper 
dollar increases ranging from $129 to 
$301, the median hitting $217. Per- 
centage-wise these same increases cov- 
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ered a very wide span from 30 to 167 
per cent with a mean of 85 per cent. 


Area #2 (South Madison) 


This area represents another segment 
of the Township of Madison, the 
southern side, which is under heavy at- 
trition. In moving to the south side of 
the city and of the Town of Madison 
it is possible to determine a bit more 
clearly what the comparative pre- and 
post-annexation situations were for 
properties of this specific township. As 
may be recalled the absorption of Town 
of Madison properties was so complete 
in Area #1 that no reliable controls 
from that particular town could be 
found. As a consequence subject and 
control properties from another town 
involved in the annexation, Middleton, 
were used. But in the case of Area #2 
there were, fortunately, sufficient con- 
trol properties remaining in the town 
following annexation to reach some con- 
clusions concerning this particular juris- 
diction. Unfortunately, it was possible 
to locate only six sets of comparable 
properties after the rather intensive 
method of selection used in this study 
was applied. The properties annexed are 
in what is known as the Hammersley 
Heights Addition. In this case the time 
period studied was somewhat shorter 
than that used in the Area #1 analysis 
extending from 1954 to 1959." The an- 
nexed properties and controls were 
originally in the same school district. 

In summary, investigation of the tax 
histories of the six property sets in 
Area #2 showed that over the study 
period total taxes on annexed properties 
advanced by 51 per cent as contrasted 

5 The principal effect of the shortened time period 
would be to narrow the range in percentage change 


of taxes when comparisons are made with the longer 
time span, 1952-59, of Area #1. 
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with a 34 per cent rise for the control 
properties. The detail of these changes 
can better be observed by use of the 
same hypothetical $5,000 residential 
property employed in the Area #1 
analysis. 


Area #2 


Property to Be 
Annexed 


$ 43 
168 


$211 


Annexed 
Property 


Per Cent 
Change 
$164 281 
155 -8 


$319 51.4 


Control 
Property 


$ 43 
168 
$211 


Control 
Property 


Per Cent 

Change 
$54 26 
230 37 


$284 344 


1954 Tax 
Status 


General tax .. 
School tax ... 


Total tax .. 








1959 Taz 
Status 


General tax . 
School tax . 


Total tax .. 


Diverse movements roughly similar to 
those found in Middleton seem to 
characterize the tax shifts for the an- 
nexed properties in Area #2. While 


school taxes declined by 8 per cent 
general taxes climbed by a staggering 
281 per cent. Control properties on the 
other hand absorbed a 37 per cent in- 
crease in school taxes as general taxes 
were advancing by a more moderate 26 


per cent. It may be remembered that 
this was precisely the pattern noted in 
Area #1. The difference, and it is a 
conspicuous one, is to be observed in the 
degree of change particularly where 
general taxes are concerned. Extremely 
low general taxes in the township are, 
of course, the basis for the radical up- 
ward shift following annexation. 
Without a more extensive investiga- 
tion than was possible under the cir- 
cumstances we were only able to esti- 
mate the reasons for the relatively low 
general tax burden in the Town of 
Madison. There seems little doubt that 
it was the upward shift in this particular 
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portion of the total tax following an- 
nexation which contributed so much to 
the consternation of former Town of 
Madison residents in the westerly 21st 
ward of Area #1. We believe that 
prominent among the reasons for the 
low general tax burden in the township 
was the fact that it was contracting 
rapidly in size and service demands dur- 
ing the decade of the fifties. Between 
1952 and 1959 the town’s assessed valu- 
ation base contracted by nearly 42 per 
cent. This may be compared with con- 
traction in the Town of Middleton 
where the decline over the same time 
period was only about 13 per cent. 
There is, of course, the additional fact 
that as compared with the city and 
some other towns in the area the range 
and depth of services offered by this 
town were limited. There seems ample 
reason to believe that because of the 
rapidly contracting size of the town- 
ship it was decided to hold back on re- 
placement of substantial items of equip- 
ment which were no longer having 
heavy demands placed on them. Such 
a policy would, of course, influence ex- 
penditures and the general tax levy. 
Evidence of lightening pressure on town 
services seemed apparent in the fact that 
between 1954 and 1959, a period of 
generally rising costs, no change took 
place in the assessments of the control 
properties, a condition not found in 
either of the other areas. 

General conclusions up to this point 
in the investigation were that school 
taxes continued to represent a critical 
element in the annexation process tend- 
ing in the two case areas studied to de- 
cline following addition of a property 
to the city. General taxes appear to be 
the more fluid factor in terms of span of 
change in both instances. It seems 
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reasonable to conclude, thus far, that if 
the general taxes on unincorporated 
property in a township are unusually 
low when compared with general taxes 
in other townships of the area then an- 
nexation to the city from such a town- 
ship will result in a total tax on such 
properties which will be higher than 
that on comparable properties remain- 
ing in the township. 

A summary inspection of individual 
properties in the sets for Area #2 
showed a stable pattern of change for 
the controls as contrasted with a 
sporadic history for the annexed cases. 
Between 1954 and 1959 the range of 
change in total taxes for the control 
properties clustered tightly between 29 
and 36 per cent. For the annexation 
cases the range of increase was ex- 
tremely broad extending from 5 per cent 
to 150 per cent. One annexed property 
actually enjoyed a 3 per cent decline in 
taxes. From these scant data it may be 
concluded that in annexations of small 
areas there may not be great predicta- 
bility as to the change in tax burden 
which may be expected. Part of the 
reason for this uncertainty may be 
traceable to unevenness in assessment by 
a particular township. 


Area #3 (East Side) 


This area, the Township of Blooming 
Grove, represents a highly appropriate 
companion piece for Area #1 on the 
city’s west side. It is heavily urbanized. 
Within recent years it has been under 
intense annexation pressure part of 
which finds its source in the Village of 
Monona which was cut from the town- 
ship some 22 years ago. Attrition of 
the township has, however, not pro- 
gressed as far as in the case of the Town 
of Madison. Total valuation, as the re- 
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sult of high volume home building and 
heavy and frequent reassessment, has 
been increasing at a spectacular rate. 
Between 1947 and 1952 valuation 
nearly doubled while from 1947 to 1959 
a spectacular 124 per cent advance oc- 
curred. Urban services extended by the 
township are judged to be fairly com- 
plete for this type of jurisdiction. Nine 
sets of properties were located which 
were suitable for analysis in the town. 
Annexed properties studied are in what 
is known as the Walterscheidt Plat 
which came into the city in 1948. Con- 
trol cases were taken from the Lake 
View Plat, nearby. 

As in the Area #1 situation it was 
found that total property taxes rose 
higher over the time period (1947 to 
1959) for the control cases (252 per 
cent) than for those which had been 
annexed (154 per cent). Employing 
the earlier comparison technique of a 
standard valuation ($5,000) on hypo- 
thetical properties the detail of the 
changes becomes apparent. 


ArEA #3 
Property to. Be 
Annezed 
General tax .. $ 41 
School tax ... 83 

Total tax .. $124 


Annexed 
Property 
Per Cent 
Change 
$161 293 
153 84 


$314 153.8 


1947 Tax 
Status 


Control 
Property 


$ 41 
83 





$124 
Control 
Property 
Per Cent 
Change 
$161 293 
275 =. 231 


$436 2516 





1959 Taz 
Status 


General tax .. 
School tax ... 


Total tax .. 


Controls and subject properties were 
in the same school district in 1947, 
hence their tax bills are identical. By 
1959, eleven years after annexation, 
general taxes had increased by about the 
same absolute and proportionate amount 
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in each set. Since only a modest por- 
tion of this increase in general taxes of 
the controls can be attributed to in- 
flation the logical explanation seems to 
be that general services were built up 
very rapidly. It will be remembered 
that in Area #1 the advance of general 
taxes was far more conservative, a con- 
dition which can be only partly ex- 
plained by the shorter time period un- 
der study (1952 to 1959). A possible 
generalization that may be drawn from 
these facts is that as urbanization of an 
unincorporated area at the edge of the 
city intensifies school needs must be 
taken care of first, hence the quick, 
dramatic rise in the tax burden trace- 
able to the support of this service. As 
time passes and urbanization continues 
but annexation fails to occur pressure 
for improvement in general services de- 
velops. Then, of course, the general tax 
burden grows. It is likely that the time 
span in the case of the control properties 
of Area #1 was long enough to show 
the sharp rise of school taxes but only 
the beginning of the rising curve of 
demand for general services. Area #2 
control properties were not subjected to 
the same strong push of development. 
The south side of the city has always 
been the slowest in rate of growth of 
the in-lying fringes. School taxes of 
Area #3 followed a somewhat different 
path from that detected in the two other 
areas. While this tax rose over the time 
span by 84 per cent for the annexed 
properties the controls jumped by a very 
hefty 231 per cent. The principal dif- 
ference between the school tax trend of 
Area #3 and the other two areas was 
the fact that the tax showed an advance 
following annexation rather than a de- 
cline. If, however, the same time gap, 
about 6 years, between pre-annexation 
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and post-annexation status is used as 
was the case in the other two areas then 
a somewhat different picture develops. 
Again using the $5,000 standard prop- 
erty as the measure the school tax bur- 
den would, in 1953, have totalled a 
more modest $86 on the annexed prop- 
erties. This compares with a pre-annex- 
ation school tax of $81, only a mild 6 
per cent increase. School taxes during 
the same period on the control, however, 
rose by nearly 100 per cent between 
1947 and 1953 advancing from $81 to 
$161. Hence we can claim some con- 
sistency among the areas in the chang- 
ing weight of impact of this particular 
part of the total tax burden. General 
taxes in 1953 showed a different rela- 
tion between annexed and control prop- 
erties than was evident in 1959, the cut- 
off date of the study. In 1953 the 
general tax on the hypothetical annexed 
property was about $101 as compared 
with $116 on the control. 

The range of individual percentage 
change between 1947 and 1959 was far 
wider and at a higher level for the con- 
trol properties than for those which were 
annexed. Total tax changes on the 
controls were high in percentage terms 
registering a low of 179 per cent and a 
high of 375 per cent. The mean for this 
small group was a 251 per cent increase. 
In the case of the annexed properties the 
range of change was much narrower 
and at a far lower level starting at 118 
per cent and moving to a high of 218 
per cent with a median of 154 per cent. 


Summary Conclusions 


A drawing together of the more im- 
portant general observations of this pilot 
study can be summed up as follows: 

1) Suburban residential areas which 
are passing through a rather intense 
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stage of development are likely to ex- 
perience a sharp rise in school taxes. If 
areas of this sort were, during such a 
period, to annex to the central city 
there is a strong possibility that their 
school tax would decline or at least 
stabilize. 

2) Those suburban districts which 
annex to the city are almost certain to 
experience a sharp increase in general 
taxes. In this study 300 per cent ad- 
vances in the general tax burden were 
noted in a few cases. Properties remain- 
ing outside the city in the short run 
reported very moderate general tax in- 
creases due in the main to inflation 
rather than any change in services. 

3) Properties which stay outside the 
city for a prolonged period and at the 
same time are a part of an area under- 
going intense suburbanization will ulti- 
mately report general tax bills com- 
parable to those of the city as well as 
school charges which are even higher. 

4) There appears to be a short term 
pattern of tax bill change that has 
emerged from this study. When subur- 
ban properties annex their general tax 
will rise while their school tax is likely 
to fall. Properties which do not annex 
will, in the short run experience a stable 
or mildly rising general tax accompanied 
by a wildly climbing school tax if they 
are situated in a district experiencing 
moderate to rapid expansion. 

§) Very largely as a consequence of 
the influence of the school tax, total 
property taxes in two of the three study 
areas were higher for unannexed prop- 
erties on the average. In the third area 
the differential, though favoring the un- 
annexed area, was very narrow. 

6) On the basis of evidence not 
formally presented in this article, and 
on logic alone, it is evident that if 
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suburban areas annex as they develop 
then the adjoining township taxes will 
stay at a much lower level for compar- 
able properties. Conversely, the evid- 
ence seems to show comparatively 
heavier tax burdens as the price that 
must be paid for continuing independ- 
ence from the city of heavily developed 
suburban areas where property taxes are 
the main criterion of financial burden.® 


ADDENDUM 


Note on Statistical Procedure and Proof 
of Results 


Statistical analysis and comparison in 
this study was done largely through the 
use of relative changes, or by per- 
centages. This procedure allowed ready 
and direct comparison of properties with 
slightly different assessed valuations and 
therefore slightly different taxes. The 
use of absolute values would have in- 
volved comparisons of base figures that 
were dissimilar. 

Once the average changes had been 
computed for each area or township, it 
was an easy step to convert back to ab- 
solute values using a common base. This 
was accomplished in the study using a 
hypothetical property with an assessed 
value of $5,000 for the first year of the 
study. In this manner, absolute as well 
as relative values and changes in values 
could be compared. This procedure 
proved especially useful in the Town of 
Middleton (Area #1) where total taxes 
for the control properties were generally 
lower than for the annexed properties 
due to differences of school districts. 
Conceivably in this situation the con- 
trol group could have had a greater 
relative increase but still have been pay- 

6 Wealthy suburbs which receive substantial reve- 


nues from state shared personal income taxes repre- 
sent the exceptions implied here. 
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ing less total taxes, absolutely, in 1959. 
Such was not the case however. 

Percentages were computed for each 
individual property. Each property was 
given a weight of one in computing 
means and standard deviation. Weight- 
ing by this device should result in the 
best estimate of what could be expected 
to happen to an individual property 
upon annexation. Weighting by initial 
assessed value or initial total taxes paid 
would have resulted in the best estimate 
of what change could be expected on a 
group basis. 

In the comparisons for the Towns of 
Middleton (Area #1) and Blooming 
Grove (Area #3) the results are quite 
conclusive. In both, at the 95 per cent 
level of significance, there was no pos- 
sibility that mean increase in taxes, or 
mean taxes paid, were equal as between 
the annexed and the control properties. 
The control properties had both the 
greater amount of increase and the 
higher taxes in 1959. 

In the case of the Town of Madison 
(Area #2), no significant proof could 
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be developed, or was present, to indicate 
that the mean taxes paid by the two 
groups are equal or not equal. 

Again, for the Town of Middleton, 
the highest the average total taxes could 
be expected to be on the $5,000 hy- 
pothetical property for 1959 was $398. 
This is for the annexed properties. For 
the control properties, the lowest the 
average taxes paid could have been at 
the 95 per cent level of significance was 
$399. Thus, the difference in absolute 
total taxes is significant, i.e., the average 
absolute total taxes paid by the two 
groups could not be expected to be 
equal. These same figures for the Town 
of Blooming Grove were $334 and $396, 
which illustrates a much greater dis- 
parity between the annexed and the 
control properties. As mentioned earlier 
there was no significant difference in 
the rates of increase for the Town of 
Madison. There therefore seems no 
reason to compare the absolute taxes for 
the Madison groups as both had the 
same base in 1954. 





THE EFFECT UPON THE RATE OF PRIVATE 
SAVINGS OF A CHANGE FROM A PERSONAL 
INCOME TAX TO A PERSONAL 
EXPENDITURE TAX 


MICHAEL A. WILLEMSEN * 


INCE the publication of Kaldor’s An 
Expenditure Tax* there has been 
considerable discussion of whether a 
country could increase its rate of per- 
sonal savings by changing from a per- 
sonal income tax to an expenditure tax. 
An important contribution to this dis- 
cussion was made by A. R. Prest in a 
recent article.?_ The change from an in- 
come tax to a spendings tax can lead to 
an increase in personal savings either by 
redistributing income in favor of those 
persons with higher marginal propensi- 
ties to save—in which case total personal 
savings will increase even though none 
of the persons in the economy changes 
his own savings rate—or by inducing 
taxpayers to increase their savings rates 
by substituting savings for consumption. 
For convenience the former method of 
increasing savings will be referred to as 
the “redistribution effect” of the tax 
change and the latter method as the 
“inducement effect.” The purpose of 
this paper is twofold: (1) to explain 
and analyze the “ redistribution effect ” 
since this effect has been given little at- 
tention to date; (2) to consider the ex- 
tent to which the “ inducement effect ” 
for an individual taxpayer depends upon 
* The author is a student at Stanford Law School 
and would like to acknowledge the assistance of Dr. 
Kenneth Arrow of the Stanford University Depart- 


ment of Economics in the preparation of the manu- 
script. 


1N. Kaldor, An Expenditure Tax (London: George 
Allen & Unwin, 1955). 


2A. R. Prest, “ The Expenditure Tax and Savings,” 
Economic Journal, LXIX (September 1959), 483-489. 


the objectives for which that taxpayer 


saves. 

In this analysis it will be assumed that 
the spendings tax will be designed to 
yield the government the same amount 
of revenue as the income tax it re- 

ec ” 

places. Such an “ equal revenue ” spend- 
ings tax is defined in Prest’s formula 


ie 
~ e(1—-x) 
tax rate, x is the income tax rate, and c 
is the fraction of disposable income which 
is consumed after the changes in taxes.® 
If the tax change leads to an increase in 
savings, the value of c will be less than 
it was before, so the assumption of an 
“equal revenue ” spendings tax in this 
analysis will involve an assumption that 
the government correctly anticipates 
the effect of the tax change upon its 
revenues. 


, 


e , where e’ is the expenditure 


I. THE REDISTRIBUTION EFFECT 


Since the government will presum- 
ably select expenditure tax rates so as 
to maintain the same progressivity of 
the tax structure as under the income 
tax, the redistribution is not a redistri- 
bution from one income level to an- 
other, but instead a redistribution of in- 
come between different taxpayers at the 
same level of taxable income. At any 
selected level of taxable income, the tax 
change means a decrease in the tax col- 
lected from those taxpayers with high 
savings rates and an increase in the taxes 


3 [bid., p. 483. 
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collected from those with low savings 
rates. The result, in effect, is a redistri- 
bution of disposable income at each level 
of taxable income in favor of those with 
high average propensity to save. This 
will increase savings only if those per- 
sons also have a higher marginal pro- 
pensity to save. The existence of a posi- 
tive correlation between average and 
marginal propensities to save is essential 
if the redistribution of income resulting 
from the tax change is to increase 
savings. 

The redistribution effect can be il- 
lustrated by a numerical example. In 
the chart on the next page we have a 
tax bracket of five persons, each earn- 
ing the same amount of taxable income, 
and with average propensities to con- 
sume ranging from 0.6 to 1.0. The 
chart illustrates the effect of replacing 
an income tax of 20 per cent with a 


spendings tax of 31.45 per cent (if there 
were no redistribution effect a spendings 
tax of 31.25 per cent would be sufficient 


to avoid loss of revenue). Two im- 
portant assumptions are made: (1) the 
marginal propensities to consume are 
equal to the average propensities to con- 
sume, and (2) the propensities to con- 
sume are unaffected by the tax change. 
This latter assumption rules out any in- 
crease in savings from the inducement 
effect. 

Retaining for the moment the as- 
sumption that average and marginal 
savings rates are equal, let us examine 
the other factors which affect the size 
of the redistribution effect. 

A. The redistribution effect is greatest 
when the rate of the original income tax 
was in the vicinity of 50 per cent (the 
corresponding spendings tax rates being 
in the range of 125 to 130 per cent). 
Other things equal, the increase in sav- 


ings in Table I would be about 3.9 per 
cent if the original income tax rate had 
been 50 per cent, 2.5 per cent for in- 
come tax rates of 20 per cent or 80 per 
cent, and, of course, there is no redistri- 
bution effect if the income tax rates are 
100 per cent or zero. 

B. In general, the lower the mean pro- 
pensity to consume for the bracket, the 
greater the redistribution effect. 

C. The greater the dispersion in pro- 
pensities to consume, the greater will be 
the redistribution effect. Thus, if in 
Table I a normal distribution had been 
assumed instead of a uniform distribu- 
tion, the increase in savings would be 
less. 

D. The higher the level of taxable in- 
come, the greater of course will be the 
absolute increase in savings. The per- 
centage increase is unaffected by a 
change in the level of income by itself, 
apart from any changes in tax rates or 
propensities to save. 

E. The more progressive the tax 
structure, the greater will be the redis- 
tribution effect. Taxpayers with high 
rates of consumption will find them- 
selves in higher expenditure tax brackets 
than those with lower rates of consump- 
tion out of the same income. The 
amount of income redistributed from 
spenders to savers is therefore greater 
with a more progressive rate structure. 
If the dispersion of savings rates from 
the mean savings rate in each income tax 
bracket were small, so that most of the 
taxpayers in that bracket would fall into 
the same expenditure tax bracket, the 
government could increase the redistri- 
bution effect by using narrower ex- 
penditure tax brackets. 

On the important question of the re- 
lationship between average and marginal 
savings rates of individuals, the author 
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knows of no conclusive empirical study. 
Economic theory suggests, but does not 
compel, the conclusion that the neces- 
sary positive correlation exists. This can 
be illustrated by examining three of the 
more prominent theories of the con- 
sumption function. Within the con- 
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sons whose income has been reduced by 
the tax change to dissave in an effort to 
maintain previous consumption levels. 
Friedman’s “ permanent income hy- 
pothesis ” © leads to more conclusive re- 
sults. In this theory the propensity to 
save out of permanent income is stable— 


TABLE I* 








Mr. B 





Average propensity to con- 
sume out of disposable 
i 1.0 


9 8 


Income Tax Rate of 20 Per Cent 


$10,000 
2,000 


Taxable income 
eer ee 
Disposable income 
Savings 

Consumption 


$10,000 
2,000 


8,000 
800 
7,200 


$10,000 
2,000 
8,000 
1,600 
6,400 


Expenditure Tax Rate of 31.45 Per Cent 


$10,000.00 
2,392.50 
7,607.50 


Taxable income 
Spendings tax paid 
Disposable income 
Savings 
Consumption 


Change in taxes paid .... 
Change in savings 


Change in consumption .. ~ 392.50 


Total change in taxes paid for bracket 
Total change in savings for bracket 


Total change in consumption for bracket 


$10,000.00 
2,206.00 
7,794.00 


0 
7,607.50 7 
392.50 
0 


014.60 


$10,000.00 
2,010.20 
7,989.80 
1,598.00 
6,391.80 


$10,000.00 
1,804.20 
8,195.80 
2,458.70 
5,737.10 


- 195.80 
58.70 
137.10 


779.40 


Approximate percentage increase in savings for bracket 





* Calculations of tax rates are rounded to the second decimal place; 


paid, savings, and consumption are rounded to 


be no total change in taxes paid; the change noted above is accounted for by this “ 


text of Keynesian theory, such a corre- 
lation suggests itself by way of analogy 
with the correlations between ,marginal 
and average savings rates for both the 
economy and income levels within the 
economy and by way of explanation of 
the increasing dispersion of savings rates 
as income rises. Duesenberry’s theory * 
(assuming it can be applied to indi- 
viduals) leads to the same inconclusive 
conclusions as the Keynesian theory, ex- 
cept that the short-run redistribution 
effect is lessened by the tendency of per- 

4 J. S. Duesenberry, Income, Savings, and the The- 


ory of Consumer Behavior (Cambridge: Harvard Uni- 
versity Press, 1952). 


calculations of taxes 
the first decimal place. Theoretically there should 
rounding off.” 
and thus marginal and average propensi- 
ties to save are equal—and the propen- 
sity to save out of temporary income is 
unity. If taxpayers regard the change 
in their disposable income resulting from 
the tax change as temporary, those per- 
sons with higher savings rates will save 
the entirety of the increase in income, 
but this increase in savings will be ex- 
actly offset by the decrease in savings 
by taxpayers with below-average sav- 
ings rates. The resulting increase in the 


5M. Friedman, A Theory of the Consumption 
Function (National Bureau of Economic Research, 
General Series, no. 63), (Princeton: Princeton Uni- 
versity Press, 1957). 
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dispersion of savings rates will intensify 
the redistribution of income, but until 
the taxpayers realize that the change in 
their income is permanent in nature 
there will be no increase in savings. As 
soon as they make this realization, the 
results predicted by Friedman’s theory 
of the consumption function would be 
similar to those of Table I in which 
average and marginal propensities were 
assumed to be the same. 


Il THE INDUCEMENT EFFECT 


The objectives for which persons save 
can for convenience be divided into 
three categories: (1) saving for the pur- 
pose of earning interest income, (2) 
saving for future consumption, (3) 
saving for the advantages of having 
savings—‘ saving for saving’s sake.” 
Each of these objectives will be con- 
sidered in turn. 


A. Saving for Interest Income 


The primary attention of many 
writers on the subject of spendings tax- 
ation has been the effect of the tax 
change in increasing the marginal rate of 
return on invested savings.® The con- 
clusion that the tax change will thereby 
increase savings, however, seems ques- 
tionable. Economists have devoted con- 
siderable thought to the question of 
whether an increase in the rate of inter- 
est will lead to increased savings. While 
the marginal rate of return on savings 
is not in reality identical with the rate 
of interest (Kaldor points out that un- 
der an income tax the marginal rate of 

6 Kaldor, pp. 82-84; Prest, p. 484. To the ex- 
tent that the tax change leads to an increase in 
savings and these additional savings enter the securi- 
ties market, the result could be a fall in the rate of 
interest, which in turn means a fall in the marginal 
rate of return on invested savings. The net effect, 
however, except for those persons whose income is 


below the minimum income taxed, should be an in- 
crease in the marginal rate of return. 
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return on savings is the rate of interest 
minus the marginal rate of taxation‘), 
economic discussion of the rate of inter- 
est has usually abstracted from taxation 
and assumed the identity of the mar- 
ginal rate of return and the rate of in- 
terest. Thus the conclusions of the 
economists as to the effect of an increase 
in the rate of interest upon savings 
should be directly applicable to the 
question of the effect of the increase in 
the marginal rate of return resulting 
from the tax change upon the rate of 
saving. For the most part, they have 
concluded that there are two counter- 
acting effects—a “substitution ” effect 
which increases savings and an “in- 
come ” effect which reduces savings. It 
is therefore concluded that the effect of 
an increase in the rate of interest on sav- 
ings is uncertain and theoretically not 
determinate. This conclusion should 
apply with equal force to the effect of 
the tax-induced change in the marginal 
rate of return. 

J. R. Hicks and M. Bailey, however, 
have argued that the income effect on 
lenders of an increase in the rate of in- 
terest is cancelled by an equal and op- 
posite income effect on borrowers, leav- 
ing only the substitution effect which 
tends to increase savings. As a general 
rule, payments of interest are deductible 
under the income tax. If these pay- 
ments were also deductible under the 
spendings tax (as is proposed by Kaldor, 
and as is the practice under the Indian 
Expenditure Tax Act), then the cost of 
borrowing under both the income and 
the spendings tax is the rate of interest 
minus the marginal rate of taxation. 
The marginal rates of taxation under 

7 Kaldor, p. 84. 


8 J. R. Hicks, Value and Capital (Oxford: Claren- 
don Press, 1939), p. 234; M. Bailey, “Savings and 
the Rate of Interest,” Journal of Political Economy, 
LXV (August 1957), 279-305. 
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both taxes are, for this purpose, the 
same,? and to the extent that the tax 
change produces a fall in the rate of in- 
terest (see footnote 6) the income ef- 
fect on borrowers parallels, instead of 
counteracting, the income effect on 
lenders. It would thus appear that the 
tax change would not have the income 
effect on the borrower which is neces- 
sary for the Hicks-Bailey argument to 
be applicable. 


B. Savings for Future Consumption 


We are here concerned with savings 
not for the purpose of gaining interest 
but instead with the objective of setting 
aside present earnings to be used for 
consumption at a later date. With a 
proportional spendings tax, the increase 
in disposable income given a taxpayer at 
the time he saves is exactly nullified by 
the decrease in income in the year in 
which he spends the savings. The 
amount by which a person must reduce 
his present consumption to increase his 
future consumption out of the principal 
by a given amount is the same under 
either tax. Since by definition the in- 
terest earned on the principal is not 
relevant to the decision to save being 
considered in this subsection, it follows 
that the tax change will not encourage 
this type of saving. 

If, however, the original saving took 
place before the tax change, the spend- 
ing of the savings incurs a tax penalty 


®The marginal rate of the expenditure tax per 
dollar of taxable expenditure is, of course, higher than 
the income tax rate per dollar of income earned. 
However, if we assume (1) an equal revenue spend- 
ings tax, and (2) that the borrower, if he had not 
used this particular dollar to pay interest, would 
have divided it between consumption and savings in 
the ratio indicated by his average savings rate, then 
the tax savings gained by using the dollar to pay in- 
terest is the same under both taxes, and this “ tax 
saved per dollar used to pay interest” is the “ mar- 
ginal rate of taxation” of relevance here. 
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although the saver received no tax ad- 
vantage at the time of saving. This tax 
penalty on dissaving should, by a “ sub- 
stitution effect,” discourage dissaving. 
Additionally, if assets were valued by 
the taxpayer primarily for future con- 
sumption, the tax change will reduce his 
subjective valuation of these assets. It 
is generally agreed that a reduction in 
the market value of assets tends, other 
things equal, to increase savings, and a 
decline in subjective value should have 
the same effect. Balanced against these 
influences, but probably of less impor- 
tance, is the.possibility of increased dis- 
saving by taxpayers trying to maintain 
a previous standard of consumption in 
the face of an adverse redistribution of 
income resulting from the tax change. 

If the spendings tax is progressive, it 
is clear that saving is encouraged if the 
taxpayer expects to be in a lower tax 
bracket in the year in which he spends 
the principal, and discouraged if he an- 
ticipates being in a higher tax bracket. 
Saving for retirement income should be 
definitely encouraged by the tax 
change.’® 


C. Saving for Saving’s Sake 


The third class of savings are those 
savings which are desired because the 
saver gains “psychic income” from 
holding savings. Perhaps they give him 
a feeling of security, or power, or moral 
superiority, or simply satisfy irrational 
miserliness. In any case, the tax ad- 
vantage which the saver gains upon 
saving under a spendings tax is not 
balanced by an anticipated tax disad- 
vantage at the time of spending, be- 
cause the saver does not intend a future 
dissaving. Simple indifference curve 
analysis should be applicable to this mat- 
ter. Under the income tax, Mr. C in 


10 Prest, p. 486. 
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Table I can save $8000, spend $8000, or 
combine these proportionately. Under 
the expenditure tax he can save $10,000, 
the whole of his income, but can only 
spend $7607.50, the remainder of his 
income then going in taxes. This is in 
effect an increase in the “ relative price ” 
of consumption as against saving. As 
savings of the type considered in this 
subsection is valued in itself, the tax 
change should induce a substitution of 
this type of savings for consumption. 

A special type of “savings for sav- 
ing’s sake ” is savings for the purpose of 
direct investment in business enter- 
prise. The spendings tax, as against an 
income tax, supplements every dollar 
the entrepreneur saves with a govern- 
ment grant equal to the tax liability on 
that dollar. This could serve as a sig- 
nificant inducement to entrepreneurial 
saving. On the other hand, to the ex- 
tent that the tax change increases sav- 
ing it would decrease consumer demand, 
which might discourage saving for di- 
rect business investment. 

Saving for the purpose of building up 
a contingency reserve presents a special 
problem. Suppose that under the in- 
come tax a taxpayer wanted to have a 
contingency reserve of X dollars. After 
the tax change, he can gain the same 
protection only if he has a reserve of X 
dollars plus an amount equal to the 
spendings tax liability on the expendi- 
ture of X dollars. Assuming that the 
tax change did not affect his disposable 
income, the taxpayer must now increase 
his savings rate in order to secure the 
same degree of protection which he had 
under the income tax. In conclusion, 
the tax change encourages the mainte- 
nance of larger contingency reserves, 
and since such reserves are not always 
liquidated but may be maintained in- 
definitely, the tax change should result 
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in an increase in net precautionary sav- 
ing. 

The preceding paragraph was a form 
of “partial analysis,” giving accurate 
results when we consider the case of one 
saver with all other things held con- 
stant. It did not take into consideration 
the effect of a general increase in pre- 
cautionary savings in reducing spend- 
ings tax revenues and thus forcing an 
upward adjustment in rates. This up- 
ward adjustment in tax rates has two 
counteracting effects on precautionary 
saving; to the extent that precautionary 
saving is a function of possible future 
emergency expenditures discounted by 
the probability of occurrence, it should 
lead to an increase in this saving; to the 
extent that it is a function of income, it 
would lead to a decrease in this saving. 


Il, CONCLUSION 


It seems likely on theoretical and in- 
tuitive grounds that the change from 
an income to an expenditure tax will 
lead to an increase in savings by redistri- 
buting income in favor of savers, but 
this cannot be asserted with confidence 
in the absence of further empirical 
study of the relationship between the 
average and marginal propensities to 
save of individuals. Quantitatively, the 
increase in savings resulting from the 
redistribution of income will probably 
be quite small. The inducement to in- 
crease savings which the tax change of- 
fers to taxpayers is strong when the sav- 
ings are desired for their own intrinsic 
value or for retirement income, debata- 
ble when the savings are desired pri- 
marily for interest income, and nonex- 
istent when the savings are intended 
for future consumption in a year in 
which the taxpayer will be in an equiva- 
lent or higher spendings tax bracket. 





FEDERAL GRANTS-IN-AID AND SHARED 
REVENUES BRIEFLY DEFINED 


DUANE W. RIGGERT * 


HIS article deals with two questions: 

(1) When is the distribution of 

money by the federal government a 
“* grant-in-aid ” and when is it not? 

(2) How valid are interstate com- 
parisons of federal grants-in-aid per 
capita? 

Public lands held by the federal gov- 
ernment in western states make these 
two questions important, especially to 
such as Wyoming. 

Many persons fail to distinguish be- 
tween grants-in-aid and shared revenues 
when making per capita comparisons by 
states. It is true that amounts of shared 
revenues are small when compared with 


the grand total of grants-in-aid handled 


by the federal government. And it 
may appear that making a point of this 
fact makes no practical difference. But 
to individual states it makes a great deal 
of difference. 

Comparisons of financial data be- 
tween states usually have numerous sta- 
tistical shortcomings and unlike situa- 
tions involved. They deserve less atten- 
tion and importance than commonly 
given by people interested in the data 
being examined. 

Many a comparison of federal grants- 
in-aid per capita include shared reve- 
nue data with resulting distortion. Some 
official sources properly label those dis- 
tributions which are shared revenues 
(though the headings of the columns 
may imply that the shared revenue cate- 


* The author is Executive Director of the Wyoming 
Taxpayers Association. 


gories may all be referred to as grant-in- 
aid monies, i.e., the Annual Report of 
the Secretary of the Treasury). Yet 
many persons making comparisons insist 
on lumping them with grants-in-aid. 


Grants-in-aid 


Federal grants-in-aid assume so many 
forms and have so many peculiar and 
individual characteristics that a brief 
definition of the term is apt to be de- 
ceivingly simple. Basically, they fall 
into two groups—regular and emer- 
gency. It is the former that will be de- 
scribed here. 

Regular grants are sometimes referred 
to as “ordinary,” “continuing,” and 
“permanent.” Ordinarily their char- 
acteristics may be described by many or 
all of the following: * 

1. There is basic federal legislation 
authorizing appropriations. 

2. The authorization is on a continu- 
ing basis. The number of years may be 
specified or the authorization may be 
permanent (unless repealed). The basic 
legislation does not actually appropriate 
funds. Annual appropriations may be 
smaller than the authorizations. 

3. Funds are apportioned among the 
states in accordance with common cri- 
teria specified in the basic legislation, 
population being a much used appor- 
tionment factor. Land area and com- 
parative need are also used. In some 

1 Federal Grants-in-aid, Council of State Govern- 


ments, Committee on Federal Grants-in-aid, 1949, pp. 
29-30. 
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cases, state money is matched by the 
federal government through percentage 
formulae, as in public assistance, with 
“open end ” grants. 

4. A federal agency is given super- 
visory powers over the aided program 
including the power to issue rules and 
regulations, and to audit expenditures. 

§. Certain state legislation must be 
enacted to implement acceptance and 
the program to be aided or undertaken. 

6. State plans for the operation of 
aided programs must be approved by 
the federal supervisory agency. 

7. Federal grants ordinarily must be 
matched by state and/or local funds. 
For some, matching begins in the second 
or third year. 

8. Federal grants are subject to with- 
drawal if the specified standards and 
conditions are not met. 

Thus, there are many factors which 
affect and limit the birth, life, size, and 
appetite of federal grants-in-aid. 


Shared Revenues 


As the name implies, a shared reve- 
nue is a dividing of the receipts from a 
particular source among two or more 
governments, such as the federal with 
state and/or local or state with local. 
The division is usually per a fixed rate 


or percentage. Usually, the source is 
within the boundary of the state or 
local governments sharing in the reve- 
nue. Many times they are thought of as 
payments in lieu of taxes on property 
owned by the federal government. 

The federal government has in a 
number of ways recognized an obliga- 
tion to state and local government units 
where federal holdings of land and other 
properties and activities cause govern- 
ment services to be rendered without 
comparable and compensating taxable 
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wealth. This comes about because the 
federal government holds properties not 
taxable. The means of federal recog- 
nition of this obligation has varied. 
Sometimes it has been via a shared reve- 
nue proposition, sometimes in a grant 
program, and at times through payment 
with a set schedule as to amount and 
length of time to be continued. 

Between 1803 and 1912 the vast fed- 
erally held public domain stretching 
west from the original thirteen states 
was split into territories and thence into 
states. 

When the western public domain 
states were admitted to the Union, the 
federal government was to hold the 
federal lands within their boundaries as 
a condition of their new status. While 
these states were to be on an equal basis 
with all other states, there is some ques- 
tion now as to whether the footing was 
actually equal when one considers the 
vast federal holdings within many of the 
western states and prior land distribu- 
tion and disposal policies. 

One of the principal revenues shared 
by the federal government and these 
landed western states are the royalties 
accruing under the Minerals Leasing Act 
of 1920 whereby 37.5 per cent of the 
mineral royalties produced on certain 
federally held lands is paid to the states 
in which the money originates. Many 
of these states see much validity in 
claiming as much as 90 per cent, if not 
much of the federally held land itself. 
They believe this especially valid when 
they see coastal states have title to land 
and minerals three miles and as much 
as 10.5 miles off their coasts (and some 
are seeking to establish a longer dis- 
tance), let alone private and state title 
to virtually all land and minerals within 
most of those states. Also, when Alaska 
became a state it received title to 90 per 
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cent of the minerals on the federal do- 
main within its boundaries. 


Some Comparisons 


One may readily see that grants-in- 
aid and shared revenues are different in 
nature. Individual grants-in-aid usually 
get their names from the program to be 
financed. Shared revenues are usually 
related to locations and particular prop- 
erty and get their names from such 
characteristics. (Sometimes a program 
becomes known by the names of the 
sponsors of the enabling legislation.) 

Now, let us illustrate how mixing of 
shared revenues and grants-in-aid can 
be misleading, for example for a state 
like Wyoming. An article in the March, 
1960 issue of the National Tax Jour- 
nal* indicated that for fiscal 1958 Wyo- 
ming received $121.44 per capita from 
federal grants-in-aid, the highest state. 
The low was New Jersey at $11.03. 


1 Phillip Monypenny, “Federal Grants-in-Aid to 
State Governments: A Political Analysis,” p. 3. 
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(The source for the material entitled 
the data “intergovernmental revenue 
from the federal government ” which 
is very different from “ grants-in-aid.”’) 

The author of the article pointed out 
that nearly three-quarters of all federal 
grant-in-aid payments to state govern- 
ments are for highway and public wel- 
fare grants. In the highway field, ap- 
portionment to states is greatly affected 
by such factors as area size, percentage 
of area federally owned, and cost per 
mile for approved routes, as well as 
population. Wyoming has a small popu- 
lation, a large area, and a comparatively 
large portion of area held by the Fed- 
eral government. Also, there have been 
very noticeable fluctuations from year 
to year in per capita federal grants for 
highway purposes in individual states 
which change various state per capita 
rankings each year. 

Using and supplementing data pub- 
lished in the Journal in the March arti- 
cle, we may elaborate as follows for the 
1958 fiscal year: 


TABLE I 
Feperat PAYMENTS Per CaPITA 








Rank 


New Jersey Rank 


Wyoming 





. Fiscal 1958 Federal payments per capita .. 
. Less per capita highway aid 
. Less federally shared revenues per capita .. 


. Equals Federal per capita grants to state 
and local government exclusive of high- 
way aids and shared revenues 


Comparative factors: 
1958 population estimate used 
Area in acres 
Per cent of area federally owned 
Shared revenues: 
Minerals Leasing Act 
National Forests Fund 


$121.44 1 $11.03 48 
64.02 1 3.24 47 
35.89 1 0 


$ 21.53 15 


317,000 47 
62,403,840 8 
478% 


$11,109,738 0 
157,481 0 
110,736 0 





Source: Compendium of State Government Finances in 1968, Bureau of the Census; Annual 
Report of the Secretary of the Treasury on the State of the Finances for the fiscal year ended 


June 30, 1958, Table 87. 
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TABLE II 


FeperaL PAYMENTS To StaTE GOVERNMENTS 
(1958 fiscal year) 








Federal Payments Highway Shared 
Per Capita Less Aid Less Revenues 





Equals More Comparable 


State Per Capita Figure 


Wyoming $121.44 
Nevada 80.07 
New Mexico 78.85 
Oklahoma 51.25 
Colorado 50.36 
Montana 47.86 
North Dakota 45.11 





$64.02 $35.89 $21.53 15 
55.46 2.39 22.22 13 
42.77 8.78 27.30 
13.88 04 37.33 
20.62 2.88 26.86 
24.94 . 18.91 
28.33 ‘ 16.63 

Arizona 44.47 23.01 J 20.37 

Nebraska 43.98 11.73 : 32.24 

South Dakota 43.27 25.74 ; 17.31 

Missouri 39.48 13.69 : 25.78 

California 39.38 9.76 F 29.07 

Louisiana 38.09 4.76 : 33.22 

Arkansas 37.86 9.95 y 27.49 

37.63 14.70 ; 11.66 
37.33 ¢ 17.04 J 17.46 

Washington 36.71 11.17 ; 23.75 

Mississippi 35.89 10.39 25.10 

Utah 35.09 11.92 ‘ 20.43 

34.81 12.68 ‘ 21.99 
33.14 9.58 23.17 
33.02 16.67 ade 16.35 
30.73 15.48 er 15.25 

Georgia 29.95 5 y 22.98 

Texas 28.96 é d 16.61 

New Hampshire ... 28.84 ; : 13.71 

27.43 , 16.13 
27.40 News 17.02 

Minnesota 26.55 ' i 17.45 

Kentucky 24.84 18.32 

Delaware 24.81 oxen 13.39 

Florida 24.40 SS 7 17.46 

Massachusetts 24.03 J wuss 18.41 

West Virginia 23.93 $ : 19.19 

Tennessee : F 16.37 

North Carolina .... d j i 15.57 

South Carolina .... 9 ‘ 4 15.17 

ichi : 14.50 
: ; ears 12.28 

Connecticut 9. cuted 12.05 

Wisconsin h . F 12.73 

New York J y edie 12.40 

Tllinois 6! . ae 13.06 

i naa 10.26 

Pennsylvania : ; 01 11.09 

Indiana 5 : Dee 10.41 

Virginia ; J 03 8.47 

New Jersey i 3.24 iea 7.79 


COnsnurh wn 


Load — i) De 
cONRBanwewokhwanhSarne 





Source: Compendium of State Government Finances in 1968, Bureau of Census; Annual Re- 
port of the Secretary of the Treasury on the State of the Finances for the fiiscal year ended June 
30, 1958, table 87, for shared revenue data. 
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It can certainly be argued that the per 
capita figures appearing as item D in the 
foregoing table show a more comparable 
picture than item A. 

Table II shows the fiscal 1958 fed- 
eral payments to state and local govern- 
ments, highway aid per capita, shared 
revenues per capita, and the more com- 
parable per capita figure for federal 
grants-in-aid. These newly computed 
per capita figures will be a good deal 
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more comparable than the ones appear- 
ing in the Journal and prompting this 
article, and it is sure that there are also 
still other doubts as to the relative com- 
parability of such figures between states. 
(For example, additional consideration 
might be given to factors affecting effi- 
ciencies of operation in states, such as 
relative population, area, attitude, 
wealth, organization, etc.) 
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From the President 


Judging from the progress reports from Chairmen of the Local Arrange- 
ments and Program Committees for the Seattle Conference, we may expect a 
stimulating, informative and most enjoyable conference. Hotel reservation 
cards, tentative programs and helpful hints as to clothing, etc., will be coming 
your way in due course. 

The Committee to Determine Appropriate NTA Projects, Stanley J. Bowers, 
Chairman, made its first report to the Executive Committee at the Chicago 
meeting in January. In brief, it recommended creation of three committees to 
work out “ models” in areas of continuing concern. One would attempt to 
develop a model but realistic system for the assessment and equalization of real 
and personal property. A second would work on a model for financial report- 
ing by states and a third would treat the problem of financial reporting by local 
governmental units. The Executive Committee accepted these recommenda- 
tions and authorized the formation of these three committees. I will appreciate 
suggestions as to members who are qualified and who might be interested in such 
committee assignments. 

The Executive Committee gave partial approval to another recommendation 
made by the committee of which Mr. Bowers is chairman. This was a proposal 
to inaugurate a system of fellowships for doctoral dissertations in public finance. 
The Executive Committee set a figure of $15,000 for the purpose of helping the 
Committee to Determine Appropriate NTA Projects to work out details of this 
proposed program. This is not an appropriation but does carry the implication 
that such a sum likely will be appropriated if an acceptable plan is forthcoming. 
At the moment all that can be reported is that a majority within the Executive 
Committee is favorably inclined toward an expansion of association activities in 
the direction of fellowships, if further study shows it to be practicable. 

Your Executive Committee organized itself into sub-committees to facilitate 
a more intensive study of several problem areas which are sometimes difficult to 
resolve without prior analysis. 

Perhaps the committee of greater interest to the general membership is the 
one to study proposals for revision of our by-laws including the proposal which 
was tabled at the New York Conference. The committee is composed of Mr. 
Louis Schreiber, Chairman; Mr. Lawrence Thompson and Mr. Otis Livingston. 
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It is anticipated the agenda of the June 22-23 meeting of the Executive Com- 
mittee in Denver, Colorado, will consist largely of reports and recommendations 
from these sub-committees. 

On recommendation of the Executive Committee, at its Chicago meeting, 
Mr. William F. Connelly was appointed Assistant Treasurer of the Association. 
I want to acknowledge and thank on behalf of myself and the members of the 
Executive Committee, Past President William F. Connelly for his splendid con- 
tributions to N.T.A. When Secretary Mattersdorf and Treasurer Miller were 
unable to attend the meeting in January, Bill Connelly officiated for both. 


I believe I should here repeat the names of those who are heading the com- 
mittees for the Seattle Conference. They are William $. Schumacher, Olympia, 
and Edward J. Notske, Seattle, Honorary Chairman and Executive Chairman, 
respectively, of the Local Arrangements Committee, and Ronald B. Welch and 
Leslie E. Carbert, both of California, Co-chairmen of the Program Committee. 
The Chairmen of the Local Arrangements and Program Committees will also 
make reports at the Denver meeting. 


N.T.A. Study Committees continue their activities. For instance, the Com- 
mittee on Cost of Tax Compliance and Administration, Aaron K. Neeld, Chair- 
man, held a meeting in New York on February 8, 1961. 


Appointments were made for the Auditing Committee for 1961. All three 
members have accepted. The Association is thus assured of the continued efhi- 
cient services of the following: Walter L. Kidd, Chairman; David S. Ligon and 
M. Clyde Sheaffer members. Messrs. Kidd and Ligon are from New York while 
Mr. Sheaffer is from Harrisburg, the location of the Association’s office. 

An additional appointment was made and accepted to the Committee on 
Interstate Allocation of Business Income, Fred L. Cox, Chairman. The new 
appointee is Charles Z. Moore of Dallas, Texas, formerly Vice Chairman of the 
Committee on Financing Public Education, Roger A. Freeman, Chairman, 
which, incidentally, has made its final report to be included in the New York 
Conference Proceedings. 

New appointments to the Editorial Advisory Board of the NATIONAL Tax 
JourNat are Earl W. Fase, C. Lowell Harriss, Dick Netzer and Myron M. 
Zizzamia, the terms of J. D. Dunn, William D. Ross, Lynn A. Stiles and J. P. 
Stapchinskas having expired. 


I wish to express my appreciation to all the above mentioned appointees for 
their willingness to serve N.T.A. in important capacities. 


Pau. E. ALYEA 
President 
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From the Executive Director 

President Alyea has outlined important activities of N.T.A. and has named 
additional appointments to committees not covered in his “ Notes” in the De- 
cember issue. If members will follow the President’s Notes in each subsequent 
issue of the JouRNAL, they will be able to keep up to date in the matter of 
appointments and meetings having to do with the several study committees and 


other matters of interest to the membership. 


In the space allotted to me I will try to cover certain subjects not mentioned 
by the President and elaborate to some extent on matters to which he has made 


reference. 


Coming Conferences 


Because we so frequently are requested to give the time and place of future 
conferences, I give here the dates and cities so far decided by the Executive 
Committee: 

1961 Seattle, Washington Olympic Hotel September 4-8 

1962 Miami Beach, Florida Hotel Fontainebleau September 3-7 

1963 Milwaukee, Wisconsin Hotel Schroeder November 11-15 


Seattle 


While I referred to the fast approaching Seattle Conference in my December 
Notes, I want to say that more and more members are making plans to attend. 
The first tour arranged by a railroad has come to my attention. Several mem- 
bers have already booked reservations so I have requested the representative to 
give you a short resume of this tour. Other railroads and air lines will be given 
the latest Roster of N.T.A. when it comes off the press following its publication 


in the New York (1960) Proceedings, so you may expect to hear about many 


attractive ways to travel to and from Seattle as well as to make side trips from 


there. A synopsis of the trip mentioned above follows: 


An attractive itinerary has been presented for the Seattle meeting, September 3-9, 
from Chicago. This trip is outstanding in scenic attractions. Leaving Chicago the 
night of August 29, it calls for two days in Glacier National Park, Montana, 
arriving in Seattle the night of Sept. 2. At the meeting’s close, return is made 
through Vancouver and the Canadian Rockies, stopping at Banff over night, with 
sightseeing at Lake Louise, Vancouver and Winnipeg. Details, rates and reserva- 
tions are obtainable direct from A. E. Rohmer, Great Northern Railway, 311 
Transportation Center Building, Philadelphia 3, Pennsylvania. 
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William F. Connelly Advanced by N.Y.U. 


President Alyea has referred to the fine work of Past President William F. 
Connelly in several capacities for N.T.A. His many friends will be delighted 
to know that the New York University, where Bill has lectured on federal and 
state taxation for many years, has advanced him from associate professor to full 


professor of taxation. 


Executive Committee Meeting—Denver 

President Alyea has mentioned the N.T.A. Executive Committee meeting 
scheduled for June 22-23 at Denver, Colorado. This meeting will be held im- 
mediately following the N.A.T.A. Conference at the same hotel—The Brown 
Palace. The Administrators’ meeting will be held June 18-21. Quite a few 
members of our Executive Committee and other N.T.A. members plan to attend 
this conference. It happens that William S$. Schumacher, Honorary Chairman 
of the Local Arrangements Committee for our Seattle Conference, is also Presi- 


dent of the National Association of Tax Administrators this year. 


Membership 

The Executive Committee at its January meeting in Chicago recognized the 
importance of membership by authorizing President Alyea to appoint a special 
committee to study plans for expanding the membership. The committee is 
composed of Fred E. Gleach, Chairman; Thomas A. Byrne, Eugene L. Maynard 
and Stanley J. Bowers, members. Mr. Gleach plans an early visit to the Harris- 


burg office for a conference on this important subject. 


Meantime, all members please help in either recommending prospects or 
actually obtaining members. 


JUST USE THE ATTACHED CARD. 


WaLTeER J. Kress 
Executive Director 





APPLICATION FOR MEMBERSHI? 


Walter J. Kress, Executive Director 
National Tax Association 
905 Payne-Shoemaker building, Harrisburg, Pennsylvania 

| agree with the objectives of the National Tax Association and authorize you to enroll 
me as a member. As such, ! will receive the quarterly NATIONAL TAX JOURNAL and the 
PROCEEDINGS OF THE ANNUAL CONFERENCE. | desire my membership made effective vith 
the quarter beginning: 


[] A student in a recognized institution 
of higher learning $ 

(0 An employee of a government or of 

July, 19.... and enclose my check made pay- hee =f oarepelbregedien half of 
Oct, 19.... able to National Tax Association a hepa — eo Phe 
Jan., 19.... in payment of kag tg $ 


April, 19.... dues as 
One who wishes to contribyte more 
rally to the work of the Asso- 
Up to $1,000.00 





eee w eee eeeeweeeene ee eemeeewere eee ee ew ee 


"(PROSPECTIVE MEMBER FOR N. T. A) 


” (KF PROSPECT i$ AN INDIVIDUAL, GIVE TITLE AND AFFILIATION) 


(IF PROSPECT I$ A CORPORATION OR ASSOCIATION, GIVE NAME & TITLE OF TAX REPRESENTATIVE) 


@eeeneeerererteeneeeereneeeeeeeeeeene eevee eww ereeeeeeesreeeeer 


(STREET) (CITY) (STATE) 


vo DON cis cease teewes 


” (INFORMATION SUBMITTED BY) 


eeseeeeeereeseeoeeeeen eee ® eeeeeeeeeeee ee ee eer eeee 








NATIONAL TAX ASSOCIATION 
Organized 1907—Incorporated 1930 


OBJECT. The National Tax Association is a non-political, non-sectarian, and non- 
profit-making educational organization. Its object, as stated in its certificate of incorpo- 
ration, is to educate and benefit its members and others by promoting the scientific 
study of taxation and public finance; by encouraging research; by collecting, preserving, 
and diffusing scientific information; by organizing conferences; by appointing commit- 
tees for the investigation of special problems; by formulating and announcing, through 
the deliberately expressed opinion of its conferences, the best informed thought and 
ripest administrative experience available; and oy promoting better understanding of 
the common interests of national, state, and local governments in the United States and 
elsewhere, in matters of taxation and public finance and interstate and international 
comity in taxation. 

MEMBERSHIPS. The Association welcomes to its membership, for mutual discus- 
sion and deliberation, all who may be interested in taxation and public finance gener- 

Annual dues are: memberships for students in recognized institutions of higher 
learning, $10; memberships for government agencies, schools, and persons receiving 
more than one-half of their income from employment by such agencies or schools, $10; 
memberships for other individuals and unincorporated entities, $25; corporate member- 
ships, $100; persons wishing to contribute more liberally to the support of the Asso- 
ciation, $100 to $1000. 


PUBLICATIONS. The NaTIONAL Tax JouRNAL is published quarterly in March, 
June, September, and December. PROCEEDINGs of the annual conferences on taxation 
which are sponsored by the Association are published soon after the meetings. The 
JOURNAL and the PROCEEDINGS are sent to members without charge. To non-members 
the price of the JourNAL is $5.00 per year, single numbers, $1.50. The prices of the 
PROCEEDINGS vary; that of the 1960 volume is $15.00. 





Applications for membership, orders for publications, and general inquiries should 
be addressed to Walter J. Kress, Executive Director, National Tax Association, 905 
Payne-Shoemaker Building, Harrisburg, Pennsylvania. 


OFFICERS 


Paut E. Atyea, University of Alabama, Tuscaloosa, President 

Ons W. Livineston, South Carolina Tax Commission, Columbia, Vice President 
Leo Matrersporr, Leo Mattersdorf & Co., New York, Secretary 

Lez P. Mixer, Citizens Fidelity Bank and Trust Company, Louisville, Treasurer 


EXECUTIVE COMMITTEE 


The above officers ex-officio, the two ex-presidents who have last held office, 
fifteen elected members, and two honorary members 


Elected Members 





Maurice Brocan, Northwestern Bell Telephone 
Company, Omaha 


Tuomas A. Byrane, City Tax Commissioner, Mil- 


wai 


F. E. Greacu, Chesapeake & Ohio Railway Co., 
Richmond 


Harotp M. Groves, University of Wisconsin, 
Madison 


WiumM Kinestey, New Jersey Division of Taxa- 
tion, Trenton 

L. L. Lemyincer, Oklahoma Tax Commission, 
Oklahoma City 

E. L. Maynaagp, Illinois Dept. of Revenue, Chicago 


Ex-Presidents 
Water W. Wats, Hawkins, Delafield & Wood, 
New York 


Sran.tey J. Bowers, Ohio Tax Commissioner, Co- 
lumbus 


Donatp C. Mintzer, Continental Illinois National 
Bank and Trust Company of Chicago 
Josern H. Murpuy, New York Dept. of Taxation 
and Finance, Albany 
— D. Ross, Louisiana State University, Baton 
ouge 
Louts SCHREIBER, E. I. du Pont de Nemours & Co., 


Lawrence E. TuHompson, Harvard University, 
Boston 

Joun A. VorDERMAN, Texaco Inc., Houston 

THeopore K. Warner, Jr., Pennsylvania Railroad 
Company, Philadelphia 

Joun A. WituiaMs, Missouri Tax Commission, Jef- 
ferson City 


Honorary Members 


Pum T. Crank, Comptroller of Revenue, Prov- 
ince of Ontario, Toronto 

Craupe M. Isatsren, Asst. Deputy Minister of Fi- 
nance, Ottawa 





